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TUESDAY, APRIL 30, 1957 


House or REPRESENTATIVES, 
SupcoMMITTEE ON LecaL AND Monerary AFFAIRS 
OF THE COMMITTEE ON GOVERNMENT OPERATIONS, 
Washington, D.C. 

The subcommittee met, pursuant to notice, at 10 a. m., in room 1501B 
New House Office Building, Hon. John A. Blatnik, chairman of the 
subcommittee, presiding. 

Members present: John A. Blatnik, chairman, Martha W. Griffiths, 
Porter Hardy, Jr., George Meader, and William E. Minshall. 

Also present: Jerome S. Plapinger, counsel; Curtis E. Johnson, 
staff director; and Elizabeth D. Heater, clerk. 

Mr. Buiatnix. The Legal and Monetary Affairs Subcommittee of 
the Government Operations Committee will please come to order. 

Today we start the first of a series of hearings to be conducted 
during the rest of the week, by the Legal and Monetary Affairs 
Subcommittee of the House Government Operations Committee, on 
railroad accounting procedures prescribed by the Interstate Com- 
merce Commission. 

During the past several months the staff and the members have 
been studying and examining various reports from the daily and fi- 
nancial press on this matter, among them charges that unrealistic 
Interstate Commerce Commission accounting procedures have resulted 
in an overstatement of railroad profits, and that the Interstate Com- 
merce Commission has not followed or directed that sound account- 
ing principles be followed by the railroads in its prescribed proced- 
ures; and as a result, to quote one of the persons quoted in the press, 
who will testify here, “the investing public has been led to a 
shearing.” 

During the course of these hearings we hope to hear all points of 
view, from proponents as well as critics of Interstate Commerce 
Commission railroad accounting procedures. 

These witnesses will be representative of particular areas, or experts 
in the fiscal world. They represent the accounting profession, the 
Association of American Railroads, the New York Stock Exchange, 
member firms of the New York Stock Exchange, and the Interstate 
Commerce Commission itself. 

For our first witness, this morning, we are fortunate to have with 
us Mr. Howard D. Murphy, of Price, Waterhouse & Co. Mr. Murphy 
is chairman of the American Institute of Accountants Committee on 
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Relations with the Interstate Commerce Commission and was ap- 
pointed by his own organization for the study and the submission of 
recommendations on this specific subject under inquiry by this 
subcommittee. 

The study committee of the American Institute of Accountants 
has recently published a report on certain railroad accounting prac- 
tices which are prescribed by the Interstate Commerce Commission. 

The Interstate Commerce Commission has recently commenced rule- 
making proceedings to correct several areas of alleged accounting de- 
ficiencies. Rulemaking has not been instituted, however, to require de- 
ferred tax reserves for tax reduction resulting from tax amortiza- 
tion from emergency facilities or from accelerated depreciation. 

Mr. Murphy, the committee appreciates the cooperation of you and 
the members of your special committee in expediting and having the 
report available as of April 1. The report has been rev iewed and 
studied carefully not only by our subcommittee staff, but by the 
several parties specially interested and concerned with this mutual 
problem. I know yours has been a busy schedule, and we appreciate 
your coming in here to open this pr esentation. 

So, Mr. Murphy, will you please proceed with your testimony. I 
understand you have a prepared statement which includes the text 
of the report and recommendations submitted by your committee. 

Mr. Morpnuy. That is right. I included the text of the letter portion 
of the report, but not the memorandum. The memorandum, of course, 
is available if anyone wants to read it. 

(See appendix, exhibit 13, p. 288.) 

Mr. Murpny. My personal qualifications are as follows: 

I graduated from the University of Southern ¢ ‘alifornia in June 
1935, with a degree of bachelor of science in business administration. 

I started work for Price, Waterhouse & Co. in December 1935, and 
advanced through successive promotions to partner in 1951, and I am 
now a partner, domiciled in Chicago. I am a certified public ac- 
countant in New York, Illinois, and in 12 other States. My firm exam- 
ines accounts of 16 class I railroads. 

Just as a matter of interest, I would like to give you some back- 
ground of the qualifications of the men that are on our committee. Mr. 
Abbott (of Arthur Andersen & Co.) has since tendered his resignation 
to the American Institute of Accountants, and consequently is no 
longer a member of the committee, so these data don’t include infor- 
mation for him. 

Mr. Piarincer. Excuse me, sir, has he tendered his resignation as a 
member of the institute or the committee ? 

Mr. Morpny. The institute. 

As to the remaining 5 members of the committee, they have an aggre- 
gate of 125 years experience in public accounting and of 60 years in 
examination of railroad accounts. They hold certified public ac- 
countant degrees in 33 different States, and the 5 firms represented 
examine the accounts of 52 of the 115 class I railroads. 

Mr. Biatnik. Will you give the names of the members of the com- 
mittee ? 

Mr. Murpny. As the committee is now comprised, Mr. H. D. Mur- 
phy, chairman, Mr. W. R. Blew 





Mr. Buatnrik. Will you cite the firm affiliations? 
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Mr. Morpny. Yes. 

Mr. Murphy is with Price, Waterhouse & Co.; Mr. W. R. Blew of 
Ernst & Ernst; Mr. Nelson of Pea t, Marwick & Co.; ; Mr. G. F. 
Schweitzer of Lybrand, Ross Bros. & Montgomery; and Mr. Russell 
D. Tipton of Haskins & Sells. 

Mr. Mrnsuatu. Who is Mr. Abbott with? 

Mr. Murpeny. Arthur Andersen & Co. 

Mr. Biatrnrk. Please proceed, Mr. Murphy. 


STATEMENT OF H. D. MURPHY, CHAIRMAN, AMERICAN INSTITUTE 
OF ACCOUNTANTS, COMMITTEE ON RELATIONS WITH THE INTER- 
STATE COMMERCE COMMISSION 


Mr. Murreuy. On April 1, 1957, the American Institute of Ac- 
countants’ committee on relations with the Interstate Commerce Com- 
mission submitted its report to the Interstate Commerce Commission. 
Copies were concurrently delivered to this committee. I would like 
to read this report for the record. 


The Interstate Commerce Commission was among the first of the regulatory 
agencies in this country to recognize the importance of reasonable uniformity 
in accounting practices. The uniform system of accounts was originally pro- 
mulgated by the Commission in 1914. 

In the earlier years, the requirements imposed by the uniform system un- 
doubtedly were strongly influenced by the needs in regulation. Taxation was 
not then a matter of significant importance and standards of reporting to in- 
vestors had searcely reached the threshold of development. Although the com- 
plexities of rate regulation have not since diminished, serious problems mean- 
while have been engendered by changed conditions, particularly in the compara- 
tively recent period of the war and its aftermath, in the areas of taxation and 
financial reporting. 

While the impact of changed conditions has affected all business enterprise, 
the response to the attendant problems has not been uniform. Most of the com- 
mercial and industrial companies generally have adopted a common approach in 
adjusting their accounting practices and forms of presentation in financial state- 
ments. 

In the field of regulated industries, some divergencies have appeared. Prac- 
tices authorized by State and local regulatory authorities in some instances have 
varied from those generally considered appropriate for industrial companies. 
Somewhat paradoxically, after a long period of leadership in pointing the way 
to improved accounting practices, the uniform system of accounts for railroad 
companies has not recognized to an appreciable extent the recent changes in 
practices that have become generally accepted elsewhere. 

As a result the principles of determining and reporting annual income to rail- 
road investors differ materially from those followed in other industries. Be- 
cause of the importance of these differences in relation to the financial report- 
ing, Mr. Phillip L. West, vice president of the New York Stock Exchange, wrote 
to Mr. Arpaia, as then chairman of the Commission, on May 17, 1956, as follows: 

“Such divergencies have caused the opinions of independent public accountants 
as published in the annual reports to stockholders of railroad companies to 
state that the financial statements are in accordance with principles and methods 
of accounting prescribed or authorized by the ICC whereas in other industries 
it is customary to state that the accounts are in accordance with accepted prin- 
ciples of accounting. It would appear to be most desirable if a method could 
be found to bring railroad accounting into agreement with generally accepted 
accounting principles and to have the opinions of independent public account- 
ants included in reports to stockholders of railroad companies conform to the 
practice followed in all other industries.” 

As a means of accomplishing his objective, Mr. West suggested the appoint- 
ment of a committee of the American Institute of Accountants to work with 
the Interstate Commerce Commission. The Chairman of the Interstate Com- 
merce Commission agreed to this suggestion in a letter dated May 21, 1956, 
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and the present committee was appointed by the president of the American 
Institute of Accountants. 

Over a long period of years, in the interest of serving the needs of investors, 
the New York Stock Exchange, in cooperation with the profession of public 
accountancy, has consistently sought to establish rules or conventions of ac- 
counting and financial reporting for business in general. In 1933 and 1934, 
with the passage of the Securities and Exchange Acts, considerable authority 
and discretion were given to the Securities and Exchange Commission in this 
area. 

Since that time, a tripartite relationship has gradually developed among the 
New York Stock Exchange, the Securities and Exchange Commission, and the 
accounting profession, represented by the American Institute of Accountants and 
certain of its committees. 

The institute’s committee on accounting procedure has issued a number of 
accounting research bulletins which have been generally accepted by the New 
York Stock Exchange, the Securities and Exchange Commission and many other 
regulatory bodies as the most reliable sources of statements of generally accepted 
accounting principles. 

Our committee has reviewed the accounting practices of railroad companies 
prescribed by the Uniform System with a view to determining which practices 
are at variance with those followed by business generally. Our studies indi- 
eate that the principal variations, as to which a change would be required to 
bring about conformity with generally accepted accounting principles, are as 
follows: 

1. The retained income account (formerly called profit and loss account) of 
the railroads relieves current income of items which under generally accepted 
accounting principles would be included as charges or credits in current income. 

2. Appropriations are made by railroads under the category of ‘Disposition 
of current income” for items such as sinking funds and other capital require- 
ments which under generally accepted accounting principles are not of an expense 
nature and would not be chargeable to income. 

3. Income taxes are dealt with on the basis of charging railway operating ex- 
penses for essentially all accruals and adjustments of income tax, whereas other 
industries allocate a portion of such taxes to other accounts and/or to other 
years when there are divergencies between the handling of major items of 
income or expense for tax purposes and for financial accounting purposes. 

4. The acquisition adjustment account of the railroads comprises a variety of 
diverse elements. Under generally accepted principles of accounting, identification 
and segregation of the respective elements would be required and, as to certain 
elements, the establishment of a policy for ultimate disposition might be appro- 
priate. 

5. The railroads do not deal with long-term debt maturing in 1 year and 
certain other liabilities as current liabilities. 

6. Voucher drafts outstanding are shown as liabilities rather than reduc- 
tions of cash. 

Complex and intricate accounting problems are involved in some of the varia- 
tions in practice enumerated above. For the information and consideration of 
your Commission, there is attached hereto a memorandum which outlines the 
principal problems and the considerations which have influenced their treatment 
within the framework of generally accepted accounting principles. 

In addition to the foregoing variations, the committee has given consideration 
to the “replacement” method of accounting with respect to ties, rails, and other 
track materials in contrast to “depreciation” methods which have become gen- 
erally accepted practice in other industries and for other categories of railroad 
property. 

Replacement accounting for track components has been continuously followed 
by the railroads since at least 1914 when it was incorporated in the first uniform 
system of accounts adopted by the ICC. 

Over the years a number of studies have been made of railroad property ac- 
counting methods. A significant change was made in 1943 by the adoption of 
depreciation accounting for other categories of road property, but “replacement” 
accounting was continued for track components. More recently, in 1949, a study 
was made of the accounting for this category of property covering the period 
1917-47. After completion of this study and subsequent discussions with the 
Association of American Railroads the ICC dropped the subject from its agenda 
and continued its requirements for the “replacement” method of accounting as 
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to track components. The “replacement” method has also been accepted by the 
Treasury Department for income tax purposes since March 1, 1913. 

During this same period other industries have come to adopt depreciation 
accounting for most categories of property, although differences between indus- 
tries continue to exist as to the methods of allocating charges between account- 
ing periods, in the differentiation between maintenance and capital expenditures 
and in the level of maintenance assumed in setting lives. 

The committee believes that “replacement” accounting does not accord with 
practices generally followed by other industries. As to track components, how- 
ever, the committee, in consideration of the long history of the use of replacement 
accounting by railroads with respect thereto, the unique nature of this category 
of railroad property, its relatively stable physical quantity, and the mature 
economic status of the industry, has concluded, with one member dissenting, that 
no substantial useful purpose would be served by a change to depreciation-ac- 
counting techniques in the absence of evidence indicating that depreciation- 
maintenance procedures would provide more appropriate charges to income for 
the use of such property. 

We have also given consideration to depreciation practices as to depreciable 
road property as defined in the Uniform System of Accounts, with particular 
regard to two aspects: 

(a) Because of the difference between book value of property other than ties, 
rail, and other track materials on certain railroads as compared with the valua- 
tion determined by the Interstate Commerce Commission, which is the basis for 
computing book depreciation, there are certain material amounts carried in 
“depreciable properties” as defined in the uniform system which are not being 
depreciated. 

(b) Most railroads have been making provision for depreciation on depreciable 
road property only since January 1, 1948. Under generally accepted accounting 
principles when provision for depreciation is commenced sometime during the 
life of an asset, additional provision is usually made to retained income or to 
income over a period of relatively few years to catch up on past accrued deprecia- 
tion. Subsequent retirements have corrected the situation on some railroads but 
there may be some that are faced with the problem of the adequacy of present 
reserves. 

Inasmuch as these problems pertain to particular roads and are not present 
in a great many others because of reorganization or other circumstances, we 
are not prepared to report at this time on the status of these items or to make 
recommendations as to their disposition. At a later date, when we have been 
able to complete our studies, we will report further. 

The basic question as to all these variations, it seems to us, is whether, in 
the public interest and, at the same time, with full regard to the objectives of 
the Interstate Commerce Commission in the fulfillment of the responsibilities 
with which it is charged, it is appropriate and desirable that the uniform sys- 
tem be brought into conformity, at least for purposes of financial reporting, with 
generally accepted principles of accounting. Our committee considers that, in a 
technical sense, its own views in relation to this question are relevant only to the 
extent that a question of sound accounting practice is involved. From that 
viewpoint, our committee believes that the uniform system, for the purpose of 
financial reporting, should conform to principles of accounting which are gen- 
erally accepted elsewhere in business and industry in this country where similar 
circumstances are present. Our committee stands ready, and would welcome the 
opportunity, to cooperate with your Commission to the end that that objective 
may be achieved. 

We should like to take this occasion to express our appreciation for the coop- 
eration and helpfulness of Mr. Cecil W. Emken, Director of the Bureau of Ac- 
counts, Cost Finding, and Valuation, in the Commission. 

Respectfully submitted. 

AMERICAN INSTITUTE OF ACCOUNTS COMMITTEE ON RELATIONS WITH THE 
INTERSTATE COMMERCE COMMISSION. 


DISSENT OF ARTHUR J. ABBOTT 

I believe that “betterment” accounting (which railroads are required to follow 
and which is sometimes referred to as “replacement” accounting) should be 
rescinded and property accounting, including related depreciation accounting, 


based on generally accepted accounting principles followed by other regulated and 
unregulated industries, should be adopted. 
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There is only one reason which is factually supportable that I have heard 
advanced for continuing “betterment” accounting. If certain conditions prevail 
(which frequently do not) “betterment” accounting could produce a charge to 
income that would be tantamount to the desirable results of price-level depre- 
ciation—a principle of accounting which is not, but should be, generally accepted 
for all industries. This principle applies to both railroad equipment and road 


property. It cannot be properly applied unless the cost of existing property is 
maintained. 


If “betterment” accounting is continued, the result would be that substantial 
reserves would be required by many railroads for deferred “replacements.” 
Also, the acquisition-adjustment accounts should be carried forward as reserves 
against property, to the extent applicable, to cover accrued depreciation, obso- 
lescence, and permanent impairment in value not otherwise recorded on the 
railroads’ books. The majority appears to suggest that in most cases such 
reserves should be returned to paid-in or capital surplus. This procedure would 
improperly reverse those reserves set up in reorganizations which were required, 
at least in part, from following ‘‘betterment” accounting. 

I find no reasons for deferring to the future the study of items (@) and (6) 
shown on page 4. The applicable principles are clear. The books should show 
the cost of existing property, and it should be depreciated. If the depreciation 
reserves are deficient in a material amount, the accounts should be corrected or 
the public accountant should take an exception. 

Mr. Murrny. That is the end of the letter report. The following 
statement has been prepared to supplement this report: 

The six items listed by number, which we have stated would require 
change to make the ICC accounting principles conform to generally 
accepted accounting principles, are in accord with the bulletins issued 
by the committee on accounting procedure of the American Institute 
of Accountants. Copies of these bulletins are available to the public, 
and I have copies here for the members of your committee who might 
be interested in them. Since there seems to be no disagreement within 
the committee on these six points, I felt that you would not want to 
obscure the record by further discussion of them. 

The subject of “replacement” accounting has not been considered 
heretofore by the committee on accounting procedure and, conse- 
quently, no bulletin has ever been issued. However, the report of our 
committee on relations with the Interstate Commerce Commission was 
approved by all of the members of our committee except one. Seven- 
teen of the nineteen members present of the committee on accounting 
procedure were also in favor of retaining the “replace ment” method of 
accounting for track components. 

The following remarks may help acquaint you with the background 
of my committee's approach to this subject and some of the issues s which 
caused the majority of our committee to reach the conclusion stated in 
our report. 

First, it is necessary to examine the derivation of generally accepted 
accounting principles. They have not been created in a vacuum but, 
rather, reflect customs developed in the market place over many dec- 
ades of trading and industrial history. These customs have been 
subjected to constant sc rutiny and have evolved into those principles 
outlined in the accounting bulletins previously referred to and a great 
many others which have not yet been reduced to writing in the form 
of bulletins. These unwritten principles are neither less sound nor 
less recognized because they are unwritten. Many of them are lim- 
ited in application to specific industries, such as the practice of cap- 
italizing the first set of rolls in a steel rolling mill and charging sub- 
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sequent sets to expense. This particular convention has empirical 
soundness, inasmuch as a jam in the rolling mill may destroy the entire 
set of rolls the first day of use or, alternatively, the set may last several 
years. 

With apologies to their authors, the AIA Accounting Research 
Bulletins are not easy reading. They deal with complicated subjects 
which must be examined from many sides. They have been carefully 
written with every possible effort exerted to avoid possible misunder- 
standing. In some cases these bulletins approve the use of alternative 
procedures, their selection depending upon seasoned business judg- 
ment in varving or sometimes in the same circumstances. Such dif- 
ferences do not prevent a fair presentation of the financial position 
of the company and the results of its operations. Consequently, 
accounting principles or conventions, even though generally accepted, 
cannot be characterized as being absolute in the sense of “right” or 
“truth.” 

One of these conventions is depreciation accounting, a method of 
recording periodic exhaustion of capital assets. At the risk of being 
boring, I would like to note three general assumptions. First, depre- 
ciation is predicated on a going-concern concept which assumes that 
the business will continue beyond the life of all of its depreciable as- 
sets. Second, depreciation is not intended to cover economic obsoles- 
cence of the enterprise. When this happens, abandonment capital 
losses are inevitable even though depreciation has been properly pro- 
vided. Third, depreciation can never be separated from maintenance. 
As an example, a house that is occupied by responsible owners usually 
has indefinite life, while one that is unoccupied and untended soon 
deteriorates into rubble. 

Theoretically, correct accounting for properties would require that 
every expenditure should be added to the property carrying value and 
written off over the appropriate life whether such life is 2 days or 30 
years. To avoid absurdly expensive recordkeeping which would ac- 
complish little, if anything, arbitrary rules must be devised under 
which certain expenditures are charged to expense, as incurred, and 
other specified items are charged to property accounts to be depreci- 
ated over their useful lives. These arbitrary rules in most regulated 
industries, as well as a great many others, usually take the form of 
definition of “units of property.” To illustrate how such units may 
be determined, we might consider an automobile. Expenditures. for 
light bulbs, wiper blades, spark plugs, distributor points would be 
considered too small, both in cost and in life, to be capitalized. Also, 
these would normally require an even enough flow of expenditure to 
warrant disregarding the fact that their lives may be longer than 1 
year. The tires may be expensive enough to be considered a separate 
unit of property. Similarly, the engine block might be a unit of 
property. The engine itself might be, and some portion or all of the 
body might be another. 

In actual practice, because of the relatively low dollar investment 
and the relatively short life of an automobile, most property account- 
ing uses the entire automobile as a “unit of property.” This means 
that the engine, tires, fenders, and windshield may all be replaced 
through maintenance. This also means that an auditor examining 
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this automobile would not find the individual parts originally ac- 
quired but instead might find an entirely new engine, tires, etc. Actu- 
aay he should expect to see and presumably would see an automobile 
of the make, model, and year shown by the property records, in run- 
ning condition—kept that way through maintenance. Again, I must 
emphasize that this is practical acc ounting which is not a precise 
science but a series of compromises, all based on commonsense in an 
attempt to reach a reasonably sound answer without extending ac- 
counting refinements beyond the point of economic usefulness. 

These arbitrarily determined units of property furnish the line of 
segregation between costs charged to maintenance expense and those 
charged to capital assets. If these units are set at a minutely small 
level virtually all costs will be charged to capital assets and, con- 
versely, if the units are sufficiently large, substantially all costs, after 
the initial capital investment, will be charged to expense. It must be 
observed, however, that all expenditures are ultimately charged to 
expense, in the form of either maintenance or depreciation or both, 
under either procedure. 

One other observation should be made about depreciation—there 
is no generally accepted accounting principle stipulating either the 
rate or method of computing depreciation. You may use straight line, 
sum of the years-digits, declining balance, sinking fund or other 
methods. Still another method i is the unit of production. <A similar 
result may be obtained by applying a productivity factor to straight 
line depreciation. All of these methods are merely attempts to al- 
locate the loss of usefulness of a capital asset to periods in accord- 
ance with a mathematically “neat” formula and do not purport to 
measure the physical occurrence of depreciation. 

In studying whether “replacement” accounting for track mate- 
rials is an acceptable alternative practice to “depreciation” account- 
ing, we considered the following factors: 

The railroad economy represents one of the few “mature” econo- 
mies in the United States. For example, it should be noted that in 
1926 there were ee cee, 258,000 miles of road operated as op- 
posed to 234,000 in 1955. The recent history has been a gradual reduc- 
tion of railroad track dius to centralized traffic control and other cir- 
cumstances. 

We find that there are a great many practical difficulties involved 
in any change from the “replacement” method from the technical ac- 
counting standpoint. While no one of these difficulties is insur- 
mountable by itself, they present a formidable problem in total. A 
few of these are listed below for your consideration: 

1. Rail is customarily used on main line. moved to secondary line 
and finally placed on branch line. Undoubtedly the life would best 
be expressed in terms of use in units of train movements or some- 
thing similar. (Obviously chronological time would not be appro- 
priate.) To the best of our knowledge such data is not presently 
available. Also a serious problem of valuation of secondhand or 
used rail would be present. 


2. The determination of proper “units of property” 


is an extremely 


debatable subject. In this connection the method of replacing ties 
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followed by the railroads should be noted. Ties are seldom replaced 
in a continuous stretch but, rather, a program of replacing every fourth 
or fifth tie or replacing on inspection only is followed in order to best 
maintain traffic during work. Consequently an attempt to specify 
any continuous length of ties would probably not give a satisfactory 
result whereas an individual tie is much too small a unit for prac- 
ticality. 

3. Ballast is seldom replaced unless there is a complete change in 
the type fo ballast—for example, cinders to crushed rock. It is cus- 
tomarily cleaned, replaced, and some amounts added when necessary. 
In this sense the life perpetuity and any specified rate would seem 
inappropriate. Any annual charge could only be an estimate of the 
wastage that took place within the g given period. 

4. The determination of a new “starting point” for an entirely 
different accounting philosophy at this stage of the railroad history 
is extremely controversial. Under one regulatory philosophy the argu- 
ment might be advanced that the customers have already paid for 
“exhaustion” to reduce property levels to the residual value remain- 
ing on the books, A change in accounting principles might require 
restatement of the assets to a historical cost figure predic ated on the 
a? defined “units of property” with some provision for accumu- 

lated depreciation. The revised tax basis might be something still 
entirely different. 

The railroads must bear a certain portion of the burden of Fed- 
eral, State, and local taxation. This portion has been determined 
over the entire existence of the roads through a complicated and 
tedious give-and-take process. Any such change in the rules at this 
juncture would inevitably lead to very material changes in this re- 
lationship without the benefit of the aforementioned b: argaining 
pr ocesses. 

A criticism which has been leveled at replacement accounting is 
that management is given latitude to control profits by changing | the 
level of the maintenance program. This criticism has the same foun- 
dation as in all other industries where maintenance programs can be 
and are varied to meet the exigencies, financial and otherwise, of the 
current period. However, as in all other industries, there are physical 
limitations which cannot be discounted. While there is a great deal 
of debate as to what may be the proper level of maintenance on rail- 
road right-of-way, the road must be kept in such shape that traffic can 
be handled expeditiously with the minimum of accidents. Any at- 
tempt to violate these natural laws, however poorly defined they may 
be, can have only tragic results. Also, railroad maintenance has his- 
torically been coordinated with the activity of the road and its equip- 
ment as shown by carloadings and other similar data. The Interstate 
Commerce Commission regularly publishes considerable statistical 
data compiled from reports furnished by the railroads. I would 
like to submit the following tables: 
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Class I railways—Eependitures for way and structures, 


Year ended 
Dee. 31— 


1920___- 
1921 
1922 
1923_ 
1924. 
1925_- 
1926_- 
1927__- 
1928__- 
1929 
1930 


1931_____ . 


1932 
1933__- 
1934__. 
1935_ 
1936 
1937_ 
1938 
1939 
1940 
1941__ 
1942 
1943 
1944__ 
1945_. 
1946, 
1947 
1948 
1949 
1950__- 
1951 
1952 
1953 
1954_ 


1955_ 


1439 
1940 
1941 
1942 
1943 
1944 
1945_- 
1946 
1947 
1948 
1949 
1950 
1951 - 
1952 
1953... 
1954 


Source: ICC Statistics of R 


Amount 
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Way and structures 


Ratio to gross 


transportation 


Equipment 


Amount 


revenue 


Millions 


A nalysis of maintenance 





$1, 030. 5 


1 

760. 8 l 
729.3 1 
814.5 ] 
793 5 l 
817.3 1 
867. 9 l 
869 3 1 
1 

] 

1 

l 


838. 0 


Maintenance 


way 


1ilways in the 


Millions 


1, 356.0 
11 1, 253.0 


202. 9 


, 019.3 


3 
3 
2. 94 1, 465. 3 | 
3.39 1, 260. 6 
3. 34 1, 260. 5 
3. 59 1, 283. 7 
4.16 1, 219.3 
3.71 1, 166. 7 

l 

1 


2. 67 817.0 
11. 23 618.9 
10. 41 598. 7 
11.17 637.5 
11. 41 681.9 
11. 23 783. € 
11. 90 826. 7 
11.79 676. 5 
11. 68 765.9 
11. 57 819. 1 
11, 28 992. 6 
10. 67 1, 211.1 
12. 24 1, 440. 3 
13. 39 1, 587.5 
15. 85 2, 147. 4 
15. OS 1, 468.8 
13. 98 1, 558. 0 
13. 94 1, 702.9 
14. 96 1, 607.3 
13. 59 ‘i 

14. 23 l, 

14. 36 l, 

14. 85 1, 

14. 43 l, 

13. 73 i 





C- 
Crossties Averag 
replaced cost pel 

pel tre ited 
reent equated crosstl 

f ope track-mile 

it 

11. 69 164 $1. 27 
11. 57 159 1. 287 
11. 28 176 1.312 
10.6 188 1. 461 
12. 24 178 1. 696 
l Yu 192 1. 984 
15, 85 175 2. 072 
15. 08 149 2. 262 
13. 96 148 2. 438 
13. 94 145 2, 626 
14, OF 118 
13. 59 124 
14, 23 117 
14. 36 122 
14. 85 102 
14. 43 9 





» United States 


$1, 593. 5 | 


re 

lace- New 
ent, laid, 
iles of of tr 
track 

13 


Ratio to gross| 


revenue 





expenditures for class I 








14, 074 
16, 836 


17, 203 


13, 315 
14, 471 
13, 925 
12, 481 
12, 481 
11, 663 
10, 373 
11, 489 


¥, 669 


Maintenance of W 


equipment, and 


Transportation 


Amount 


Millions 


$2, 901.6 
2, 263. 2 | 
2,149.1 
2, 320. 7 
2, 152. 4 
2, 138.9 
2, 132.3 
2, 137 


co 


2, 069. 
079.9 
, 848, 2 
. 543.7 
, 157.8 
, 078.0 


, 641.1 
, 253. 1 
101. 2 
510. 2 
, 961.5 
, 417.7 
, 501.4 
774.9 
242.0 
, 685. 9 
973.9 
, 015.6 


fetta heed fe ft fa be fet fe ited et 





WHwwWhrh ht 


rai lwa ys 


rali iverage 
mil weigl t 
ck per yard 

pounds 
41,766 QA 
», 456 95 
6, 417 olay 
6,519 Q7 
4,543 97 
&, 425 ON 
8. 638 99 
6, 495 99 
7, 616 100 
7, 100 101 
6, 66S 101 
6.319 104 
5, 902 103 
1,824 03 
, 867 104 
4, 537 104 


iy and Structures, 


Ratio to gross 
revenue 


40. 03 


cost per 


16.05 
AO. 25 
59 
68 


103, 87 
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These tables as well as annual form A’s of some specific individual 
railroads reviewed show considerable consistency Raa years in 
maintenance costs. Also these data show that the widest variations 
occur in maintenance applicable to assets subject to depreciation under 
the uniform system. 

It has been stated in regard to specific railroads that it is imprac- 

ticable to determine whether current expenses for replacement of this 
property are greater or less than the amount of depreciation that 
would be customar ily computed. In our opinion this statement is en- 
tirely correct inasmuch as there are, at least, four very important de- 
cisions to be reached before the subject can even be properly analyzed. 
The units of property must be defined. 
The lives for these units must be determined. 

3. The starting point in dollars under the new accounting concept 
must be determined. 

The allowable income tax treatment must be determined in view 
of the first three changes. 

As is indicated in our report, we believe that there should be reluc- 
tance to change an accounting practice which has been in continuous 
use for so long a period as this and has been recognized by so many 
regulatory and taxing authorities, in the absence “of any conclusive 
proof that the practice is detrimental to the economy of the industry 
and of the country asa whole. 

I would be glad to discuss any of the matters in our report or any 


other question ‘which may have arisen in your minds as a result of this 
statement. 


Mr. Buarnrk. Thank you, Mr. Murphy. 

Committee Counsel, Mr. P lapinger, will you proceed with questions. 
The members may interrupt at any time. 

Mr. Prarrncer. Mr. Murphy, the chairman has stated that there 
has been no ICC rulemaking procedure commenced on the question of 
deferred tax reserves that is recommended in the memorandum at- 
tached to your letter; is that correct, sir? 

Mr. Murrny. I believe that is; yes. 

Mr. Prarincer. Are you familiar with the fact that rulemaking 
procedures have been omitted on a number of these matters ? 

Mr. Murrtiy. I have seen the proposed rules, but I have not had a 
chance to study them and see what they are. I know that particular 
one is not included. 

Mr. Piarincer. I wondered, in view of the fact you mentioned the 
sIX variations, in which there was no disagreement—deferred tax 
reserves is one not included ? 

Mr. Murrny. Yes. 

Mr. Piaprrneer. In that instance, as I understand it, the generally 
accepted accounting principles would require that a ta ix reserve be set 
up to reflect the difference between the tax resulting from tax amortiza- 
tion or accelerated depreciation and the tax result if straight-line 
depreciation were used ¢ 

Mr. Murrny. That is right. 

Mr. Piartncer. To your knowledge, sir, if any other industry sub- 
mitted a financial report, for instance, to the Securities and Exchange 


Commission, adhering to the present rule of the ICC, would that be 
acceptable ? 
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Mr. Mourpny. Well, speaking for my own firm, we would qualify the 
accounts, and the history has been with the SEC that they will not 
accept a qualified opinion on something of that sort. In that sense 
they would probably throw it back to the company and say: “You 
better get together with your accountants and get this straightened 
out.” 

Mr. Prarrncer. The ICC has footnoted this, I understand, as a 

result of the 1957 changes ? 

Mr. Morrny. That is correct. 

Mr. Piarrncer. Do you consider that sufficient ? 

Mr. Mureny. Not if we are going to say the accounts are in accord- 
ance with generally accepted accounting principles; no. 

Mr. Prarincer. As a result of your “report, with that exception, 
would you say the accounts of railroads are in accord with generally 
accepted accounting principles? 

Mr. Mureny. Yes; I would say so. There are a lot of minor points 
we could talk about for a couple of years, but they are not important 
with relation to the presentation of financial statements. 

Mr. PLAPING ER. Then you would say betterment accounting, for in- 
stance, is a generally accepted accounting principle? 

Mr. Morrny. Well, at the risk of being a little technical, I would 
say it is an acceptable alternative practice. 

Mr. Prarrncer. You wouldn’t say depreciation accounting, if it 
were accomplished by the railroads, would be contrary to generally 
accepted accounting practices? 

Mr. Mourrny. No; that would be generally accepted, provided, of 
course, you get answ ers to all the questions previously referred to first. 
They have to be done before you can adopt depreciation accounting. 

Mr. Prartncrr. How does your own firm now certify financial 
statements of railroads? 

Mr. Mourrnuy. We say the financial statements are presented in ac- 
cordance with principles and practices authorized or prescribed by the 
Interstate Commerce Commission. 

Mr. Praprncer. What is the basis for that certificate, rather than 
saying they are in accord with generally accepted accounting practices ? 

‘Mr. Murruy. Because of these differences we have spelled out here, 
that didn’t allow us to state they were in accordance with generally 
accepted accounting principles. If we tried to spell out the effect 
of them, I think the result would be more confusing than otherwise. 
Also, it would destroy the comparability between those railroads that 
are audited and those that are not. 

Mr. Praptncer. But it was not because of the fact that railroads 
followed betterment accounting ? 

Mr. Mourrny. No. 

Mr. Piartncer. Your report, on page 4, in the letter, states, and 
you quoted this paragraph, but I want to again quote the conclusion— 
no substantial useful purpose would be served by a change to depreciation 
accounting techniques in the absence of evidence indicating that depreciation 
maintenance procedures, would provide more appropriate charges to income 
for the use of such property. 

Now, what evidence did the committee consider in arriving at this 
conclusion, Mr. Murphy ? 
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Mr. Mureny. Well, I am not sure I understand the question because 
if I do I would say that these various points that I mentioned in my 
prepared statement are the main points that we considered. I think 
I have already answered that. 

Mr. Piarincer. You mean the 4 or 5 points? 

Mr. Mourrny. All of the subsequent points, starting from page 6, 
that the railroad industry represents a mature economy, that you have 
here millions of units which are subject to a fairly constant replace- 
ment program, just by virtue of the fact of their history and the small 
units, and that at this stage in their economy you w ouldn’t gain any- 
thing by preparing to start over again and ulotitesitine another type 
of accounting. 

Mr. Prarincer. To your knowledge, sir, is betterment accounting 
followed in other industries ? 

Mr. Murpny. I believe this is the only instance of it. I haven’t 
been able to find any others, and I have looked fairly carefully. 

Mr. Prapincer. Is an accounting principle generally accepted if it 
is followed in only one industry or in all industries or most industries ? 

Mr. Mureuy. There are specific ones followed in one industry for 
a specific reason. Usually that comes about not because it is just 
one industry, but because there is only one situation where those par- 
ticular facts exist, such as the rolls in the rolling mills. 

Mr. PLarincer. Was there any effort on the part of your committee 
to appraise the effect of a switch to depreciation accounting on the in- 
come of the railroads ¢ 

Mr. Mourpnuy. There was not on the part of the committee. I tried 
myself to make an estimate several times on that, and I have had to 
admit defeat because of inability to answer the first question—what 
are the units of property, and what is the life of them. 

Until you can determine that, it is just impossible to make an esti- 
mate, and I am afraid even if we defined those units of property we 
still would have trouble making an estimate because of inability to 
just compile enough data for even one road. It could be done given 
enough time. 

Mr. Piapincrer. Are you aware of any ICC studies on this subject, 
Mr. Murphy ? 

Mr. Mureny. Not of that particular nature; no. Of course, they 
do keep some records there that have to do with so-called writein and 
writeout of assets, but I believe that is done on the basis of all rail re- 
placed and on individual ties. I pointed out here on ties, I would 
also add on rails, I don’t think an individual length of rail or in- 
dividual tie is a reasonable unit. 

Mr. Prarincer. Are you familar with a study undertaken by the 
ICC in 1949, subject No. 424? 

Mr. Murrny. Yes. 

Mr. Prarincer. Were there not figures in that study relating to a 
proposed switch from betterment to ‘depreci iation accounting ? 

Mr. Murruy. There were some figures in that, although, again, I 
dont’ believe they ever agreed on what were units of property. there. 

Mr. Puiartncer. Is that the only objection? You said that was the 
threshold objection ¢ 

Mr. Mourreny. That is right. The Canadian Board of Commission- 
ers, Whatever it is, has adopted 1,000 continuous feet of rail as a unit. 
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Mr. Prarincer. Incidentally, the Canadians do use depreciation ac- 
counting throughout; is that right? 

Mr. Mourrny. Yes; starting in 1956, I believe. 

Mr. Piaptneer. Have you had any experience under that system ¢ 

Mr. Murruy. I have not; no. I have not been up there to look at 
it. I hope to do that some day. 

Mr. Puaprncer. Does your firm represent any Canadian railway ? 

Mr. Murrny. Yes, we do; the Canadian Pacific. 

Mr. Prapincer. Have you heard from any of your partners what 
the experience has been ? 

Mr. Morrny. I have reviewed a Commission decision in a rate case 
which was issued just a few months back. The reports that they esti- 
mate that the effect of depreciation on a straight-line basis would be 
a slightly smaller charge to income—r eplacement basis they have been 
following, but on what they call a user basis the charge would be 
greater. The user basis is another way of stating unit of production, 
something like that; that is, the number of wheels going over the track. 

Mr. Piarrncer. So-called use depreciation ? 

Mr. Murruy. Yes. 

Mr. Puiapincer. The Canadians are using a unit of property, are 
they not? 

Mr. Murrny. Yes; they are using 1,000 continuous feet of rail as « 
piece of property, and a single tie as a unit. 

Mr. Piarrncer. I see. You mentioned, I believe, in your statement 
you thought a unit of one tie was too small. What about a thousand 
feet of rail? 

Mr. Murrny. I think that is highly debatable. Now that the rail- 
roads are going ne welded rail, I understand most of them are using 
somewhere around a 1,400-foot length, which is welded in the shop and 
taken out to the site. If so, that would, I should think, be something 
better by way of a unit of property. 

Mr. Puarincer. What would be your objection, for instance, to us 
ing that as a unit of property ¢ 

Mr. Murpny. I don’t believe that would be too bad a unit, frankly. 

Mr. Piaprncer. Now that we have disposed of the first objection : 
let’s go to the second one. 

Mr. Murrny. I haven’t solved it yet. I am getting out of my 
category as an expert here, but there are only a few hundred miles of 
welded rails in use in the United States, and it is going in slowly. So 
you might set, say, that 1,400 feet as a unit, but the ties still present 
is & very serious problem. 

Mr. Buiarntx. I am still not clear on the inadvisability of keeping 
records of a small unit, such as ties, and so forth. What is the differ 
ence between a physical installation such as, say, the primary trans 
mission power lines, large steel towers, with cables, that are built to 
serve a certain hydro powerpl: int for vears to come? In the case of 
an oil line, which may run a thousand miles, or a gas line, there is this 
constant checking and replacement, and repair and maintenance: In 
a line of communication, the power flows through wires, supported by 
permanent towers, and the oi] flows through underground pipes: yet 
in both the power and the oil you have depreci lation accounting prac 
ticed. 

How does it differ from the railroads? 








RAILROAD ACCOUNTING PROCEDURES 15 


Mr. Mureuy. I would like to break that into 2 or 3 parts, if I may. 
Let’s start with the oil and gas lines. The engineers have told me, 
on pipelines, that most of these underground pipelines they estimate 
would have a life in perpetuity, or should have. But we find in oil 
pipeline companies, one of the major ones I happen to be familiar 
with they have an average life of I think 42 years, and that is due 

» just one factor, the oil fie ld gives out, and the y have to move the 
pipe line, or another slight vari: ition of that, the area of m: arketability 

changes, or materially grows, or something like that. For instance, 
I know the history of the oil pipelines coming up from the ‘Texas- 
Oklahoma area, into the Chicago area and into the eastern area has 
have been that about every 12 or 14 years they have to double the 
capacity of the line. They have been doing that in 2 or 3 ways. 
They step up the pumping capacity, or they actually lay another line. 
In the meantime, the the tensile strength of the mater ial used in pipes 
tas been increased so much, that it is cheaper by putting in a whole 
new pipeline than to run the old one at the lower pumping capacity 
they have to use. 

Vhey have had an actual life around 40 years, or in some cases less, 
just by what you might eal] economic obsolescense. Kither the oll 
field runs out, or the capacity they have to get into a given area in- 
ereases SO materially ° 

So those things do have a very definite terminal life. It is tough 
to predict, but it is there. 

On the transmission lines, I am not as familiar with those. I 
haven't hada a deal of experienc e with that. I do feel this Way, 
that there are two factors there that are different from the railroad 
track siinition. First, you have in your ordinary power transmis- 
sion lines a considerably larger unit than you have here. For instance, 
there are—I have forgotten the figure now—114 billion ties, or 2 
billion ties, something like that—it is a tremendous figure in the 
United States. I am sure you don’t have anywhere near that number 
of transmission poles. 

Secondly, you don’t have that economic status in the whole elec- 
tric industry, in the power industry. They are growing, you can see 
what has happened since World War II, and they are continuing to 
grow very fast. I wouldn’t feel that replacement accounting was 
right without having that mature economic status. 

Mr. Piarincer. What is the meaning of “mature economic status” ? 

Mr. Murrny. Let’s say it is “ an expanding industry. It may 
he contracting to some extent. I don’t think it will be expanding, as 
far as primary track is concerned, in the foreseeable future. 

Mr. Prarrncer. Of course, that alone isn’t reason for using better- 
ment accounting as against the depreciation accounting? 

Mr. Mureny. I think it is a fairly important one from this stand- 
point. If we were talking about the horseshoe ea which is 
presumably not expanding, I would agree with you. But here we 
have a major capital investment built up over a period of something 
in excess of 100 years, and it has leveled off. It leveled off 25 years 
ago, as far as track was concerned. 

You appreciate, of course, any betterments that are put in are 
capitalized. If somebody went out and built a new track between 
here and Pittsburgh, that would be a capital investment, and would 
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be capitalized on the books, and not charged to maintenance. I refer 
to a completely new track, a new railroad. 

Mr. Puarincer. Are there any other mature economic industries, 
other than the horseshoe industry and the railroads? 

Mr. Mourpuy. I distinguished between mature and rapidly dying, 
myself. On that basis I don’t know of any other mature ones. I am 
sure there are some, but I haven’t been able to find any mature ones 
that have either the extent of capital investment or the tremendous 
number of small units. Those 1 think we can assume we have no 
chance of finding. 

Mr. Meaper. Mr. Chairman, while we are clearing up expressions 
here, I notice on page 7 in the center of the middle paragraph you 
say, “Second, depreciation is not intended to cover economic obsoles- 
cence of the enterprise.” 

Now, I thought just a moment ago when you were talking about 
pipelines, and their limited life because of the exhaustion of the sup- 
ply of oil or change in markets, you indicated that obsolescence was 
taken into account. 

Now, you mean in this sentence I just quoted that it is the entire 
enterprise? 

Mr. Morrny. Yes. 

Mr. Meaprer. But not economic obsolescence of components—phys- 
ical components needed for the enterprise ? 

Mr. Murpuy. I probably didn’t think carefully enough when I was 
talking before when I used the term “economic obsolescence.” Here 
I meant the economic obsolescence of the entire enterprise, or a major 
portion of it. In the case of the pipelines, you can’t say the pipeline 
is obsolete, the source of supply just dried up. I don’t think I should 
categorize that as being obsolescence. 

Mr. Meaper. Obsolescence is taken into account in depreciation of 
particular items of property ? 

Mr. Mourrny. The ordinary day-to-day obsolescence into account. 
That is why I tried to use the broader term here of economic obsoles- 
cence. You expect some things are going to become obsolete, and you 
do provide for that in depreciation. You think this will last 50 years, 
you know as a practical proposition you won’t use it more than 25 
years, so they work up a compromise and use a 35-year life, something 
like that. 

Mr. Mraper. In other words, you take into account in setting up the 
depreciation, the technological improvement in the item ? 

Mr. Morpny. That is right. 

Mr. Meaper. Try to guess what may be discovered or invented in 
the period over which you will depreciate the item. 

Mr. Mvurpuy. But in the case of the railroads, they never anticipate 
that something is going to happen to obsolete the entire right-of-way. 
I can’t anticipate it myself. I can’t visualize what could happen. 

Mr. Puarrncer. Mr. Murphy, getting back for a moment to the ques- 
tion of generally accepted accounting principles: You say in your 
statement that in studying whether replacement accounting for track 
material is an acceptable alternative practice to depreciation account- 
ing, your committee considered the following factors, and then you 
enumerated them. That would seem to indicate at least to my un- 
knowledgeable mind on these matters, that there was some doubt in 
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your mind when you started this study as to whether betterment ac- 
counting was a generally accepted accounting principle. That would 
further suggest ‘to me that as is stated in each AIA Accounting Re- 
search Bulletin—where your institute sets forth what the generally 
accepted accounting principle is, that— 

the burden of justifying a departure from accepted procedures must be assumed 
by those who adopt other treatment. 

In saying that nobody proved to you that more appropriate charges 
would be provided by depreciation accounting, are you not in effect 
shifting the burden of proof in connection with establishing a new 
gener ally accepted accounting principle? 

Mr. Murpuy. Well, I think I would like to answer that b saying 
that this report is , first the attempt to crystalize the thinking of a 
large number of people, six on our committee, and then we also had 
to get it approved by the accounting procedure committee of the 
American Institute. 1 am not sure of the exact number of members, I 
think it is 21 or 22. There were 19 members present when it was con- 
sidered. 

Mr. Puarincer. You mentioned 17 of the 19 approved. Does that 
mean there were 2 dissents ? 

Mr. Murrny. Yes. I amended the report, 17 of the 19 members 
present. I think there are 21 members of that committee. There were 
2 dissenting opinions, 2 voted against it. 

Mr. Prartncrr. Were there formal dissents? 

Mr. Murreuy. There was no formal dissent given, it was strictly 
an oral vote when they had finished reviewing. 

Mr. Piaprncer. Can you identify the dissenters ? 

Mr. Murruy. No, I can’t. The American Institute probably can. 
But we tried to get language there that would be acceptable to all the 
people concerned that had to approve this. We feel that it is an 
acceptable alternative practice, and I am not too sure that we intended 
to shift the obligation to somebody else. There is a statement made 
by the executive committee of the American Institute in 1946—I am 
sorry, I don’t have it with me, I could get it if you like it—which points 
out generally accepted accounting principles were never intended to 
apply to regulatory industries. 

(See appendix, exhibit 1, p. 135.) 

I think with that in mind, our committee reasoned more that here 
is something that is contrary to generally accepted accounting prin- 
ciples followed by other industry. 

Knowing that it is contrary, and knowing that it is a very important 
point, is it a sound basis for handling this accounting or is it not? 
We concluded that in the light of the theoretical approach we had 
taken here, it was a sound basis. We have not been able to get any 
actual proof one way or the other. 

Mr. Piarincer. But you say no studies were undertaken by your 
committee to determine whether depreciation charges, for instance, 
would be more appropriate ? 

Mr. Moreny. That is right, no. That would be a mammoth under- 
taking. 

Mr. Piaptncer. It may be of interest to you, in the ICC study under- 

taken in 1949, for an 11-year period (1935-46), that one of the results 
of a proposed switch on track property from betterment to deprecia- 
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tion accounting would have been that income taxes would have in- 
creased by $190 million in that period, and net railway operating in- 
come would have increased by $281 million during that period. 

Mr. Murrry. I would like to have someone tell me—I believe that 
was predicated again on this unit of property of 1 length of rail and 
1 tie. If those units were changed, I think you would get a very sub- 
stantially different answer. 

But I haven’t any way of knowing in what direction the change 
would be, or how effective it would be. 

Mr, Puiarincer. Under betterment accounting, is it possible to 
follow generally accepted auditing standards with respect to verifying 
assets ? 

Mr. Murreny. Oh, yes, I tried to bring that out on the illustration 
of the automobile. Primarily, let’s say in betterment accounting, you 
might take a unit of property as the entire right-of-way. Irom that 
standpoint, you can examine the right-of-way and see that there is a 
— of-way there for so many thousand miles, and so on, and in some 

vases we actually take a trip on the railroad as part of our examina- 
tiie possibly in connection with some inspection trip the company is 
making or something like that. 

We go out and see what they are doing, see if the right-of-way is 
there; the thing that we watch for is to make sure that any tracks 
that are abandoned have been taken out of the accounts, and that 
sort of thing. 

Mr. Piapincer. The automobile is depreciated, isn’t it? 

Mr. Moreny. That is right. 

Mr. Prapincer. There is no way of verifying the track reflected on 
the books, is there? 

Mr. Murrny. That the individual units of track, no, that is right. 
Again, I can’t help but feel that is too small a unit to worry about 
verifying. 

Mr. Puaprncer. But do you know of any other business where bet- 
terment accounting would give as appropriate results as depreciation 
accounting ? 

Mr. Mureny. No, that goes back to my original point. I don’t be- 
lieve—well, I will say I don’t know of any other economies that has 
this mature status and also has the tremendous number of small com- 
ponent parts in the capital structure. Both of those conditions have 
to be present. 

Mr. Prarincer. Is there any similarity here to the mains of gas 
companies, for instance / 

Mr. Moureny. That I am not as familiar with. I just don’t know. 

Mr. Praprncer. What about electric companies ? 

Mr. Mureny. Except for the matured economy approach, T think 
there would be considerable similarity. But again, as I say, they are 
not mature. Nor are they continuing in existence. <A lot of utilities, 
particularly in the cities and suburbs, are cutting out the overhead lines 
and going into underground lines. 

Mr. Piaptncer. As far as you know, betterment accounting is not 
used there? 

Mr. Murpny. I believe it isnot. I would also add there, Mr. Plapin- 
ger, if someone were starting a whole new railroad today, as a cor- 
porate entity, I wouldn’t believe that replacement accounting was a 
sound approach. Because that would mean having once laid the track, 
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and gotten it broken in, after the first couple of years, they would 
have relatively small amount of charge to income which wouldn't be 
commensurate with the activity. 

Mr. Piarrncer. Are you saying that you don’t think that to use 
betterment accounting “starting from scratch” today would be in 
accord with generally accepted accounting principles ? 

Mr. Mourpuy. I do feel that way, for a new enterprise. That again 
is why we stress this mature economic status of the railroads. 

Mr. Meaper. If I might interrupt at that point. 

Mr. Buarnix. Mr. Meader. 

Mr. Meaper. What you are really saying is that the depreciation 
accounting is the proper way to do it, but it is just too much of a job 
to change now. 

Mr. Murpny. A little more than that. I will goastep further. Itis 
a big job, that is an important point, and a very important one. But 
in addition, having built up the railroad to the point where it is, I don’t 
see where we gain anything by changing to it. 

Mr. Buarnik. Except this, Mr. Murphy: Charges have been made 
that even though it may be more convenient, because of the peculiar 
structure of the railroad plant, the accounting procedures do not pro- 
tect the public interest because they do not give a true picture of the 
earnings or the losses of the operation. 

Are those statements in general true; is there any validity to 
them ? 

Mr. Murreny. As we said before, we can’t estimate the effect of 
this thing. I have trouble in believing that in theory it does misrep- 
resent the earnings. On the true worth, there is another question 
that arises. I have to review a little accounting history again. 

Twenty-five years ago the general concept of financial statements 
was that you had a balance sheet at the beginning and a balance sheet 
at the end of the year, and the difference between those balance sheets 
represented the earnings of the company. 

In th last 25 years there has been a very definite swing away from 
that, to say that you must work up rules that properly determine in- 
come, and the balance sheet is the residual value which may or may 
not be a true presentation of the value, and so on. 

Under the old presentation, the balance sheet didn’t purport to 
be a true presentation of value, because, of course, no consideration 
was given to changes in property values, and things of that sort. 

Under this presentation, with the emphasis on the income state- 
ment, we have things like LIFO inventories, where the balance sheet 
value is a long way from the replacement value of the inventories, 
yet the income, we believe, is a better presentation than it was on the 
old basis. That is where the controversy arises on replacement de- 
preciation, of course. 

Mr. Biarnix. Tax amortization has been rather considerable, Does 
the accounting for tax amorization portray a true picture of the eari- 
ing capacity of the roads themselves, or if 

Mr. Murrny. I would like to keep amortization separated from 
the replacement accounting question, because I think they are unre- 
lated. On tax amortization the effect can be computed farily easily. 

On the replacement accounting, from the theoretical standpoint I 
think it gives a better answer than depreciation accounting. There 
are a lot of things wrong with depreciation accounting. 
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Mr. Meaver. Mr. Chairman, might I ask a question ? 

Mr. Buatnix. Mr. Meader. 

Mr. Meraper. I wonder if you wouldn’t list briefly the consequences 
that flow from this accounting system? I mean the purposes for which 
these = are used, They are used for income-tax purposes, Federal 
income-tax purposes, they are used for taxes of States, and local sub- 
divisions. 

Mr. Murruy. They are used that way, yes. They are used for 

regulatory purposes, although the Commission stated in one of their 
recent divisions that rate of return had not been a factor in a rate case 
for 35 years. They are used, of course, for determination of earnings to 
present to the stockholders and for deter mination of amount av ailable 
for dividends. They are used for indenture purposes under the securi- 
ties that are outstanding. That, with those that you mentioned, are 
all that I can think of at the moment. 

Mr. Meaver. They are probably used for the management of the 
railroad, too, aren’t they ? 

Mr. Murrny. Yes, that isan important point. 

Mr. Meaper. I suppose they are used by investors, the reports of the 
railroads? 

Mr. Mureny. That was the point that I tried to make, for the earn- 
ings report to stockholders. 

Mr. Meaper. The railroads are exempt from Securities and Ex- 
change Commission regulation ? 

Mr. Mourreny. Yes, sir. 

Mr. Meapver. Do you have any view on that ? 

Mr. Mourprny. I have not discussed that with the committee, but I 
have some personal view on it. I think the holders of railroad securities 
should be entitled to the same protection as the holders of any other 
securities of comparable corporate structures. Whether that is accom- 
plished under the ICC or the SEC is not important to me, and I don’t 
feel qualified to say which one it should come under. I see no reason 
why it couldn’t come under the ICC. 

Mr. Meapver. The point I am trying to make, and I would like to 
have you confirm this: What we are talking about here, the uniform 
system of accounts prescribed by the ICC, is fundamental to a great 
many activities, the amount of revenue the Government gets, our 
Federal Government and State and local government, and it affects 
the operation of the railroads, whether they know whether they are 
making money or losing money. 

Mr. Murpny. That is right. 

Mr. Meaper. It affects the investing public. 

Mr. Morrny. Right, very materially. 

Mr. Mraver. I rather gather that you don’t agree with Mr. Spacek, 
who testified before our committee in executive session some time ago, 
that the accounts now do not reflect true condition of the value of assets 
and the earnings of the railroads? 

Mr. Murrny. So far as replacement accounting is concerned, that is 
correct, I do not agree. 

Mr. Harpy. If the gentleman will permit, right at that point: You 
said a moment ago that if a railroad was starting off now, that you 
would recommend depreciation accounting be used. 

Mr. Morpny. That is right. 
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Mr. Harpy. Well, now, that, of course, would have a material effect 
on the computation ‘of income. Certainly you wouldn’t get the same 
kind of result insofar as the investing public is concerned ‘that a show- 
ing of the financial statement, and T am wondering how you justif 
making a distinction in the light of what has been said here. I think 
the chairman mentioned a moment ago that there was a vast understate- 
ment in earnings as between what the results would have been if de- 
preciation accounting had been used. 

Mr. Murrny. I have trouble believing that is correct, that there is 
an understatement, Mr. Hardy. The reason that I conclude that 
the earnings are fairly presented, using this method of accounting, if 
I might use an example—let’s assume for the moment that you are 
spending money on capital additions at the rate of $100 a year. You 
expect to spend that every year. 

We will assume a 4-year life. You would have two alternatives. 
Once you have your eae at the ee where you are going to keep 
it, and continue that $100 a year, if you depreciated each one of 
those items over a 4-year life, you eda get exactly the same charge 
to income as if you just charged the $100 a year to income directly, 
and didn’t depreciate any of it. 

Mr. Harpy. Let me see if I can just button down then the difference 
in what I though was a difference in the thinking here. It is your 
view, then, that actually the present method of accounting didn’t 
really make any appreciable difference in the statement of income? 

Mr. Murruy. That is right. 

Mr. Harpy. Even during these last few years? 

Mr. Mureny. On replac ement accounting. As I say, I want to 
be sure there is no confusion here between this tax amortization thing 
and depreciation accounting. 

Mr. Harpy. I am going to leave that out for the moment. I cer- 
tainly have been led to believe that is not the case, and if they had 
been using depreciation accounting the railroads would have been 
subject to considerably more income tax during the last few years. 
Is that not correct ? 

Mr. Mureny. That I don’t know. If you take, say, $514 billion of 
— on the railroads’ books, residual costs, of ties, rails, and other 

track materials, and assume a depreci: peed rate of 3 percent, you 
would have $165 million of depreciation a yea 

Now, the big question is whether out of some e eight to nine hundred 
million of maintenance of way and structures, there is $165 million 
of capital additions under the new system that would then be taken 
out of income and charged to capital. If that figure was coincident- 
ally the same as the depreciation, it would have no effect on income. 

Mr. Harpy. That is just the point, whether or not it was the same. 

Mr. Mourprny. I can’t help but believe that figure is at least as big 
as depreciation, but I have no foundation for that. That is just a 
guess on my part. 

Mr. Harpy. I take it then you believe those who have indicated to 
the contrary, are also guessing? 

Mr. Murrny. I think they have to be. Just from the standpoint 
that the units of property, and the lives of those units, and so on, 
haven’t been stipulated, and until you stipulate them you can’t do any 
more than guess. 
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Mr. Piarincer. Did I understand correctly that over a period of 
years either betterment accounting or depreciation accounting would 
be about the same? 

Mr. Murreuy. Yes; over a longer period of years, whether that is 
20 or 30, I don’t know. 

Mr. Puarrncer. Is that a justification for the use of betterment 
accounting ? 

Mr. Mourprny. I think it is. 

Mr. Piapincer. Don’t you think that a financial statement should 
be something you can look at right now and determine what the 
financial condition is? You don’t look at it over a period of years. 
Isn’t it more significant as to what the financial status of the company 
is at this time ? 

Mr. Mureuy. Well, the point I tried to make in here is that that 
is a fairly popular impression, but basically that is the result of a 
number of arbitrary conventions that have been set up. Among those 
arbitrary conventions, depreciation itself is subject to question. If 
a company uses, let’s say, productivity factor, or use depreciation, as 
opposed to just straight line depreciation, either one of which is 
allowable for taxes, you get a substantially different result in a given 
year, but over a period of years the answer is the same. It can vary 
that depreciation charge in that respect by very substantial amount- 
although each company usually follows a consistent method from 
year to year. It means that two companies aren’t necessarily going 
to be comparable, even in the same industry. And then, of course, you 
always have the practical consideration of maintenance. The mainte 
nance policies are going to be varied continuously, just by virtue of 
the fact railroad managements don’t agree what proper maintenance 
should be. There is a strong difference of opinion as to how well you 
should maintain your track. 

Mr. Harpy. There is a lot of difference when you ride one of them. 

Mr. Mourrny. Isn’t there? I agree with you on that one. Partly 
that is where that originates. 

Mr. Harpy. I can understand it. Sometimes when you ride on some 
of these rough ones, you wonder whether or not the investors realize 
exactly the kind of maintenance the management is giving them. 

Mr. Puaprncer. We have been told that the use of betterment ac 
counting results in a manipulation of maintenance, more so than in 
the case of depreciation accounting. Isn’t the tendency to spend 
more when—— 

Mr. Murpny. I think that again is somewhat of a popular miscon 
ception. 

Mr. Piarrncer. Misconception ? 

Mr. Mureny. From this standpoint: I reviewed the annual form A 
report to the ICC of quite a number of railroads where they have had 
some very substantial variations in maintenance. It is rather interest- 
ing to find that most of the variations are in the assets subject to depre- 
ciation. I talked to—if I may again step a little bit beyond my bounds 
as an expert accountant—I talked to a lot of railroad people, and so 
on, on that, and they tell me when you get into right-of-way you 
don’t have much latitude. You have to maintain on such a basis that 
you don’t have a wreck, because if you have a wreck it is tremendously 
expensive. If you cut down your maintenance on a locomotive, and 
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the locomotive fails out in the country some place, you have a delay 

that can cause some bad relations, and can make the passengers aw- 
fully unhappy, and might make some of the freight shippers un- 
happy. However, it is just a delay, getting another locomotive out 
there, making temporary repairs or something like that. So when 
there is a big variation of maintenance, and that is what I tried to 
bring out—that is the reason I inserted those tables—it is on assets 
subject to depreciation and not on the ones not subject to depreciation. 
These are amazingly constant. These are for all class I railroads, 

Mr. Piapincer. Did you find any significant variation between in- 
diviual railroads ? 

Mr. Mvurrny. No, not significant, as far as the maintenance of way 
is concerned. 

Mr. Minsuatzt. Would you recount, please, some of the variations 
in maintenance ? 

Mr. Murruy. You mean as to type of property ? 

Mr. Mrnsuauu. As to the maintenance of the right-of-way, and the 
rolling stock. You say there is a major difference. What are the 
major differences? You made a special point of saying there was a 
wide variation. 

Mr. Murriry. Well, where you have big variations in total mainte- 
nance costs for the railroad, you will find that a lot of it is on the 
equipment, the rolling stock, locomotives, cars, and so on. <A lot of 
it ison structures. T hey don’t paint your suburban station for 5 years, 
even though it begins to look a little shabby. That is the type of 
maintenance they ‘cut down on, and not on the maintenance of the 
track. The whole structures all the way along the line. 

Mr. Harpy. I sort of get a little bit of kick out of that observation, 
hut it seems that what you are saying is that they all have to have a 
policy of maintaining the track to the point where it won’t provoke 
«a wreck. 

Mr. Murpnuy. That is right. 

Mr. Harpy. Beyond that, there are some rather wide degrees of 
quality of maintenance, I would take it. 

Mr. Murreuy. On track, I am not qualified to say what the varia- 
tions are, 

Mr. Harpy. Haven’t you ridden a few of them that you would like 
to comment about ? 

Mr. Murrny. Yes. I saw them deteriorate during the war where it 
got pretty bad at times. 

Mr. Harpy. As long as they are maintained to the point where they 
are not likely to cause a wreck, then that is the standard. Beyond that, 
some management is doing an unusually good job ? 

Mr. Mcrpny. Yes. 

Mr. Harpy. And maybe the investing public is in a little bit better 
-hape, or maybe they don’t have as much left for payment of divi- 
dends. IT don’t know which way it would work. 

Mr. Murriry. You have had some notable differences where they 
have had strong opinions as to what the differences should be, where 
it has affected dividends, of course; where somebody has taken over 
a railroad, reduced expenses, and had more cash available for div- 
idends. 

Mr. Harpy. That isall right as long as it doesn’t cause a wreck ? 








24 RAILROAD ACCOUNTING PROCEDURES 


Mr. Mourpeny. I think in all fairness, it has to be recognized that 
same situation exists in all industry. There are tremendous variations 
in individual companies, in any industry, in maintenance. Doesn’t 
it boil down somewhat to this: They can’t maintain unless they have 
the cash to do it with—that is, they can’t maintain at the level some of 
them would like to, unless they have the cash. On the replacement 
accounting basis one of the things that should be recognized is that 
there is an accurate portrayal of what they have done during the year— 
they actually-have spent the money. 

Mr. Buatntx. Mr. Meader. 

Mr. Meaper. Mr. Murphy, to get back to this question of where the 
burden of proof is: You say your guess is that the replacement system 
of accounting does accurately reflect the financial condition of the 
railroads? 

Mr. Murrny. The results of operations of the railroads; yes. 

Mr. Meaper. And to use the depreciation accounting system would 
not be more advantageous than the present accounting practices of 
the railroads ? 

Mr. Murreny. That is right. 

Mr. Meaper. You say you can’t prove that one way or the other 
because depreciation accounting system has not been employed. 

Mr. Murpnuy. That is right. 

Mr. Meaper. So it is anybody’s guess and nobody can disprove 
anything. 

I wonder if some of the railroads, perhaps some that you have served, 
have not for their own purposes been interested in using generally 
accepted accounting principles for their own operating information ? 
I have in mind Mr. Spac ‘ek’s testimony. He testified that the Andersen 
company had set up some books at the request of the railroads that 
would follow generally accepted accounting principles. I wonder if 
that has been the experience with your company ? 

Mr. Murpuy. It has not been with any of my clients I know of. 
I think I am familiar with all of them—that is, any of my firm’s 
clients. 

As far as maintenance of track and way is concerned, there they 
use for control just exactly what they are spending. That is their 
management control device which I think is a pretty sound one. They 
do rely on, of course, constant inspection of right-of-way, to make 
sure that it is properly maintained. 

Mr. Mraper. Well now, if this replacement accounting system is 
adequate for the mature industry, why did the Canadians change? 

Mr. Murrny. I don’t know. I wish I did. 

Mr. Meaper. They had been using the replacement ? 

Mr. Murrey. They had not adopted the uniform system of ac- 
counts heretofore. This is their first uniform system, starting, I be- 
lieve, January 1, 1956. I am just not sufficiently familiar with that 
Canadian picture to give you any answers on that. 

Mr. Meaper. That isall. 

Mr. Buatntk. Mr. Plapinger. 

Mr. Priarincer. Mr. Murphy, have you served on any other com- 
mittees or groups investigating railroad accounting? 

Mr. Murrny. I was on a group under the subject, I believe subject 
449, of the ICC docket, which had to do with revision of the balance 
sheet accounts. 
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The Association of American Railroads appointed a special com- 
mittee to study that, and then they asked four of the accounting firms 
to work with them on that study, and we did. That was about 3 years 
ago, I think. 

Mr. Piapincer. I see. Were any of the recommendations contained 
in that report at variance with this report ? 

Mr. Murrny. No. Some of the recommendations in that report 
were not adopted. To the extent they were sufficiently important, they 
are reiterated here. 

Mr. Piarrncer. Was this at the request of the American Asso- 
ciation of Railroads or the ICC? 

Mr. Murreny. The ICC proposed the subject for the revision of the 
balance sheet which became subject 449. Under normal procedure, 
that goes to the American Association of Railroads for study. In 
their studies, the American Association of Railroads asked four of the 
accounting firms to cooperate with them. I was one of the people on 
that group. 

Mr. Piapincer. Were any of the other members of the present com- 
mittee on that committee ? 

Mr. Murrpny. Yes, Mr. Blew and Mr. Tipton. There was also a 
partner of Peat, Marwick and Mitchell, but it was not Mr. Nelson. 

Mr. Puarrncer. Was a copy of that report submitted to the ICC, 
do you know? 

Mr. Murrenuy. No, it was not. That was done purely at the request 
of the American Association of Railroads. We gave them the report. 
As I say, there were no copies submitted by us. I don’t know what 
the American Association of Railroads did. 

Mr. Piarincer. Could a copy of that report be made available to 
the subcommittee ? 

Mr. Mvurrny. I should think so. I will have to see if we have any 
copies made. I may have to make up some. 

Mr. Prarincer. Possibly the American Association of Railroads 
may have some. We will check with them. 

Mr. Murrnuy. All right, that is agreeable. I might show this to Mr. 
Meader, if you are interested. 

Mr. Meaper. I would like to ask Mr. Murphy about the dissenter 
Mr. Abbott. What firm is he with ? 

Mr. Mureny. With Arthur Andersen & Co. 

Mr. Prarincer. Mr. Murphy, your own committee, when was that 
organized ? 

Mr. Murrny. Right after this letter of May, the first of June, or 
the end of May 1956. 

Mr. Piaprncer. When did you hold your first meeting? 

Mr. Murreny. My recollection is that it was June 7. It was the 
first part of June. 

Mr. Piarpincer. How many meetings did you have between that 
time and the time the report was issued ? 

Mr. Mourreny. I would say 8, of which 1 was a 2-day meeting. There 
might have been 9, but it is my recollection there were 8. 

Mr. Piaprncer. The 2-day meeting was recently ? 

Mr. Murpny. No; that was November 29 and 30. 

Mr. Praprycer. Duri ing this time, did any of the officials of any of 
the railroads make their views known or did anybody in the industry 
make their views known to the committee ? 
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Mr. Murrry. Yes; we had some discussions with representatives 
of the contact committee of the Association of American Railroads. 

Mr. Piapincer. Could you tell us the nature of those discussions, 
Mr. Murphy ? 

Mr. Murpny. Yes; I might add that Mr. West in his original cor- 
respondence suggesting the appointment of this committee, also wrote 
to the Association of American Railroads and asked for their co- 
operation on this, and they wrote back to him and said that they would 
be very happy to cooperate in a proper committee, it wasn’t necessary 
to appoint a special committee, a committee was already in existence, 
which is the contact committee. 

The contact committee, in my parlance, is almost an executive com- 
mittee of the accounting division of the Association of American 
Railroads. Some of the people here may put it differently, but it 
seems to me it is made up of the chairman, the vice chairman, and 
soon. So some time in, I think, November, I had a discussion with 
Mr. Kendall of Southern Pacific, and Mr. Martin of the Illinois 
Central, who are chairman and vice chairman, respective ‘ly, of both 
the accounting division and the contact committee. They were inter- 
ested in what our committee was doing, what we were working on, and 
made quite a point of their feelings about replacement accounting, 
namely, that they felt that replacement accounting was an integral 
part of the railroad industry, and shouldn’t be disturbed. 

Mr. Piapincer. Was that the only point made? Was there any 
discussion about the effect on their tax situation, if there were such a 
switch to depreciation accounting ? 

Mr. Murpuy. No; although needless to say we are all familiar with 
subject 424, which you quoted a while ago. I am not sure that is the 
right answer, but we are certainly aware of that. I have read a con- 
siderable amount of material on 424 myself. 

Mr. Prapincer. Did any of your members or anyone else express the 
views of any of their clients, their railroad clients / 

Mr. Mureny. I can’t recall an instance where they did. Again, 
since we do have a considerable number of years’ experience in rail- 
roads, I know that we are all thoroughly familiar with it. 

Mr. Piartncer. The members of your committee consisted of firms 
or were affiliated with firms that have railroad clients / 

Mr. Murrenuy. And going beyond that, they were all partners in 
those firms who are most immediately familiar with the railroad 
accounts, 

Mr. Piapincer. Now, what is the function of the committee on 
accounting procedures of the AIA? As I understand it, your com- 
mittee had to submit its report to the committee on accounting pro 
cedures? Am I correct ? 

Mr. Mourpny. That is right. 

Mr. Piapmncer. What isthe function of the committee on accounting 
procedures ¢ 

Mr. Merpviry. The American Institute, of course, has a well estab- 
lished hierarchy. They have certain so-called senior committees. — I 
believe the committee on accounting procedures, the committee on 
auditing procedure, ethics committee, 1 or 2 others, I have forgotten 
which ones they are. The executive committee of the American 
Institute, in order to make sure that they will maintain as much uni- 
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formity as possible in anything that the institute puts out has required 
that any reports being made to the public should be cleared with some 
one of these senior committees, whichever committee is appropriate. 
That was the function of the accounting procedures committee. 

Mr. PLaprncer. Were changes made in the report by the committee 
on accounting procedures ¢ 

Mr. Mureny. Only some relatively minor changes in wording, but 
no change as to the general content. These changes were primarily 
because we had individuals that had differences of ¢ opinion as to what 
the particular thing means. 

Mr. Praprncer. Would you feel free to comment on what those 
changes were with respect to the replacement accounting ? 

Mr. Mureuy. I don’t think I can. I may have it in some of my 
drafts in Chicago. But they definitely do not change the contents of 
it. They were acceptable to our committee. 

Mr. Piaprncer. What was your contact with the ICC during the 
preparation of the report ¢ 

Mr. Murpny. I would like to go back to the beginning of the com- 
mittee on that. At our first meeting, Mr. Emken was invited to at- 
tend, since our whole premise was one of cooperation with the ICC. 
He did attend very faithfully, and was of considerable help tous. He 
was not able to attend the December meeting, he was not able to attend 
the January meeting and in February, since we were at the stage of 
considering a final report, he wasn’t asked to attend, there being no 
particular point in it. 

Mr. Piaprncer. Have you discussed the report with the ICC since 
its release ? 

Mr. Murpuy. No; I have not. 

Mr. Prarrncer. The six variations you referred to, are items on 
which there is apparent acceptance among all parties, except with 
respect to the deferred tax reserves ? 

Mr. Moreny. That is right. 

Mr. Piarincer. Why do you think, then, that it took 9 months to 
get the report out ? 

Mr. Murrny. Because in the early stages of our committee meet- 
ings, we were working toward suggested revisions in the chart of 
accounts to amend these things, without i issuing a report, to say that 
we think what you have been doing is wrong, and so on. We just 
didn’t see any point in issuing such a ‘report if we could get the amend- 
ments done without it. So we worked in that direction for several 
of our meetings, plus the fact that this has all been, of course, a part- 
time endeavor on the part of some professional men that like to think 
they are hard working. 

Mr. Prarrycer. How seriously do you regard the omission by the 
ICC of rulemaking on the reserve for tax deferments? 

Mr. Murruy. I can’t help but feel that 1957 will still be a fairly im- 
portant year. So far as the effect of amortization on reported earn- 
ings, I believe that, after 1957, the effect becomes much less serious. 
T don’t have the figures on that, but some time about that time it starts 
to decline, and then after a few more years it becomes much less im- 
portant. It will still be relatively large as far as total dollars is con- 
cerned for the industry, but not particularly important as far as in- 
dividual] roads are concerned in relation to earnings. 


92361—57——_3 
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Mr. Piarrneger. Don’t you have a similar effect with respect to the 
overstatement period, as you have during the understatement period ? 

Mr. Murpnuy. That is right. There is a weighting factor there, in 
the overstatement period, it is over 5 years, and in the understatement 
period it is spread over 20 to 25 years, and it makes a big difference. 

Mr. Piarrncer. Aside from the obvious business considerations for 
accountants, do you think it would be desirable to have railroad finan- 
cial reports audited by independent accountants ? 

Mr. Murpuy. Again speaking personally, not for the AIA com- 
mittee, I certainly would have to say yes. 

Mr. Harpy. You would have to say that from the standpoint of the 
investing public as well as from the standpoint of management; 
wouldn’t you ? 

Mr. Mourpny. That is right. I would be inconsistent with our 
philosophy on other companies if I didn’t. 

Mr. Harpy. I think you would. 

Mr. Puiarrncer. Incidentally, with respect to tax references, the 
same problem to a lesser degree is present with respect to the declin- 
ing balance method and the sum of the years digit method; is it 
not? 

Mr. Mureny. There is room for difference of opinion on that on 
the theoretical approach. If you have, I would say a reasonably con- 
stant flow of capital additions, and are using the declining balance 
method of depreciation, I believe that we can prove in theory that you 
are going to level out at a higher level of accumulated depreciation 
reserve than you would otherwise. In the straight-line depreciation, 
you would level off with a 50-percent depreciation reserve. Under the 
declining balance you would level off at 66%, percent, something like 
that, depending on the rate and all the rest of it. To the extent you 
would level off at a higher level of depreciation reserve, you might say 
you have a permanent tax deferment, which would only be paid at the 
time you cease to make those expenditures, or liquidate the company or 
something of that sort. 

Mr. Piarrncer. Your committee also recommended retroactive ad- 
justment of the accounts? 

Mr. Mourpny. Yes; we did. From the accounting standpoint, I 
think that is the only answer we could give. There are practical con- 
siderations. I know everybody else is concerned about the other con- 
siderations. 

Mr. Buarnrx. Are there any further questions? 

That is all, Mr. Murphy. Do you have any further statement to 
make ? 

Mr. Moreny. There are just two items I would like to make sure 
are corrected in my statement. 

Mr. Buarnrx. Thank you very much for your cooperation and as- 
sistance, Mr. Murphy. 

We have Commissioner Anthony Arpaia, a member of the Inter- 
state Commerce Commission, who was scheduled at 2. I note the state- 
ment is only five pages. If there is no objection, I suggest we pro- 
ceed with Mr. Arpaia, hoping we will conclude and not have to go 
back to an afternoon session. It is so ordered. 

Mr. Arpaia will please take the chair. 
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STATEMENT OF COMMISSIONER ANTHONY F. ARPAIA, MEMBER 
OF THE INTERSTATE COMMERCE COMMISSION 


Mr. Arpara. Mr. Chairman and gentlemen, my name is Anthony F. 
Arpaia. I have been a member of the Interstate Commerce Commis- 
sion for approximately 5 years. At the request of Chairman Clarke, 
I am appearing today on behalf of the Interstate Commerce Commis- 
sion to discuss questions which have been raised before your subcom- 
mittee concerning the accounting system of railroads and divergencies 
from so-called generally accepted accounting principles followed by 
other industries. Under the organizational plan of the Commission, 
its accounting work is assigned to our Bureau of Accounts, Cost Find- 
ing, and Valuation. Effective January 1, 1957, I was designated as 
the Commissioner through whom that Bureau reports to the Commis- 
sion. 

On March 7, 1957, representatives of the Interstate Commerce Com- 
mission appeared before your committee in an executive session and 
explained that the staff of the Bureau was currently engaged in a 
complete and critical review of all of our accounting rules prescribed 
for railroad companies. 

We also explained that the matter of alleged divergencies between 

so-called generally accepted accounting principles and the accounting 
rules prescribed by the Interstate Commerce Commission was then 
being considered by a special committee of the American Institute of 
Accountants established in June 1956 through the cooperation of the 
New York Stock Exchange and the Interstate Commerce Commission. 
We explained that the American Institute committee was to submit a 
statement of their views to the Commission. 

The American Institute committee has made its study and under 
date of March 29, 1957, furnished us a report and statement indicating 
the principal variations between accounting practices followed by rail- 
roads pursuant to rules prescribed by this Commission and those fol- 
lowed by business generally. The report of the institute committee 
sets forth six variations for which changes in our accounting rules are 
considered to be necessary in order to bring about conformity with 
so-called generally acc cepte -d accounting principles. 

In addition to the six variations, the institute committee considered 
also the matter of accounting for replacement of rails, ties, and other 
components of track. The committee concluded (with 1 of the 6 mem- 
bers dissenting) that no substantial useful purpose would be served 
by a change to depreciation accounting techniques in the absence of 
evidence indic: iting that depreciation- ‘maintenance procedures pro- 
vided more appropriate charges to income for use of track property. 

Upon receiving the institute committee's s report, the revised rules 
which our Bureau had under consideration were issued. A notice of 
proposed rulemaking was published dated April 12, 1957,‘ in con- 
formity with the method required by the Administrative Procedure 
Act. The notice provides that any interested party may on or before 
May 31, 1957, file with us written views or arguments for our con- 
sideration and the parties may request oral argument. 

Any protests to the proposed rules and all suggestions and view- 
points will, of course, have our careful consideration and will be 





1 Notice published in the Federal Register, April 19, 1957. 
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disposed of on the merits. The notice provides that, unless otherwise 
ordered, after consideration of representations received, the revisions 
specified in the proposed rules will become effective July 1, 1957. I 
have a copy of the notice here for filing in the record. 

I assume, Mr. Chairman, you would rather have it filed and incor- 
porated in the record. 

Mr. Buatrnix. Without objection, it is so ordered. 

(See appendix, exhibit 2, p. 139.) 

Mr. Arpara. The matter of accounting for replacement of track 
property was discussed in the executive session of your committee early 
in March. As I just previously indicated, the institute committee did 
not recommend that a change be made in our present rules covering 
track property. The report of the institute committee contains the 
following statement: 


As to track components, however, the committee, in consideration of the long 
history of the use of replacement accounting by railroads with respect thereto, 
the unique nature of this category of railroad property, its relatively stable 
physical quantity, and the mature economic status of the industry has con- 
cluded, with one member dissenting, that no substantial useful purpose would be 
served by a change to depreciation accounting techniques in the absence of evi- 
dence indicating that depreciation-maintenance procedures would provide more 
appropriate charges to income for the use of such property. 

Notwithstanding this position by the committee a formal notice has 
been issued and published in the Federal Register, inviting interested 
parties to submit views and comments concerning the present rules. 

Mr. Piarincer. When was that, Mr. Arpaia, excuse me? 

Mr. Arpata. It was April 23. 

Mr. Piarincer. Has it been published in the Federal Register? 

Mr. Arpata. The notice is dated April 23, and was published in the 
Federal Register of April 27. 

I have a copy of this notice also here for filing in this record. 

Mr. Buatnrx. Without objection, it will be filed with the record. 

(See appendix, exhibit 3, p. 143.) 

Mr. Arras. We believe this procedure will permit all viewpoints 
on the matter of accounting for replacements of track property te be 
submitted before a decision is reached. 

The other matter covered in the executive session of your committee 
is the accelerated amortization of emergency facilities and the effect 
on net railway operating income of railroads. The Interstate Com- 
merce Commission considered this particular matter in detail at pub- 
lic hearings on two occasions, in 1951 and again in 1956. On Decem- 
ber 8, 1956, after hearing all parties having an interest in this matter, 
we issued a report and affirmed our prior decision issued in 1951. This 
decision is not in agreement with the views of the institute committee 
regarding accelerated amortization. I think you have a copy of that 
report. 

Our report on the matter of accelerated amortization, issued in 1956, 
discussed the facts and circumstances involved in the several phases 
of this problem and sets forth the reasons for the conclusions reached. 
Although we did not order a change in our accounting rules, we 
amended our annual report forms so that all carriers will reflect in- 
formation regarding tax deferrals directly in the income and balance 
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sheet schedules. As a result the financial reports filed with us by rail- 
roads will be required to contain explanatory notes as follows: 

(1) Deductions because of accelerated amortization of emergency facilities 
in excess of recorded depreciation resulted in reduction of Federal income taxes 


for the year of this report in the amount of $......._.. . Without the benefit 
of such deductions net income would have been $______-_-_-_ 


(2) Provision has not been made for Federal income taxes which may be 
payable in future years as a result of deductions during the period December 
81, 1949, to close of the year of this report for accelerated amortization in excess 
of recorded depreciation. The amounts by which Federal income taxes have 
been reduced during the indicated period aggregated $——. 

This procedure of requiring railroads to include in their financial 
statements an explanation concerning reduction in income taxes due 
to accelerated amortization fully discloses the facts to all interested 
parties. Railroads will be expe cted to disclose the same information 
in their financial reports furnished to stockholders and others and 
reports re ‘leased to the press. 

That concludes my prepared statement. We have here Mr. Emken, 
Director of our Bureau of Accounts, Cost Finding, and Valuation, 
and Mr. McCarthy, Chief of the Accounting Section of the Bureau. 
They are prepared to answer questions on technical accounting fea- 
tures. 

I might say I am not, myself, an accounting expert. 

Mr. Brarnikx. Thank you very much, Mr. Commissioner. 

Mr. Plapinger. 

Mr. PLapincer. Commissioner Arpaia, in your December 1956, de- 
cision on tax amortization, docket No. 309: 20 (see appendix, exhibit 


4, p. 143) in rejecting the Andersen proposal at that time, the opinion 
of the Commission stated that— 


assuming again that conditions generally remain unchanged for a longer period, 
the amounts so deferred would have to be paid by the carriers out of future 
revenues, and possibly a portion of the burden borne by shippers in the future 


in the form of higher freight rates. 

Now, isn’t this imposing a burden on the shippers, the public, and the 
farmers, by reason of the Commission’s reluctance to conform a gen- 
erally accepted accounting principle ? 

Mr. Arpata. Well, of course, the majority opinion states that, 
among other grounds. The principal reason was that if there had 
been a change ‘made in the middle of this thing there probably would 
have been a change in the income result of about 20 percent, which 
would have been quite a shock to going rates, because going rates 
would have to be increased by that amount. The Commission had 
to weigh and balance all factors from a practical point of view and 
whether or not it was proper to try to anticipate what might happen 
in the future, and substantially aggravate the present inflationary 
conditions, impair the competitive position of railroads, because they 
are in a competitive business, by making the change after the situa- 
tion had been in effect for a considerable period of time. Of course, 
if I had been there in 1951, I would probably have decided it the 
other way. 


Mr. Prarrncer. Commissioner Arpaia, who was then Chairman, 
said: 


The position taken by Andersen has some merit, but there are involved here 
practical considerations which transcend the accounting theory. I cannot ignore 
the impact of the Andersen proposal on the carrier’s rate of return, the value 
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of the carrier’s security, the credit generally of the railroads and other car- 
riers involved. Clearly the proposal would have some sweeping effect on the 
carriers, and should not be adopted, unless there is a showing of compelling 
necessity, and no such showing has been made. I therefore concur in the find- 
ing of the report. 

Mr. Harpy. I take it, then, Mr. Arpaia’s position then and now 
was that the Commission exercised poor judgment in 1951, but it 
would be a bad change in 1956 ? | 

Mr. Arpaia. Of course, we have to deal with established facts and 
procedures. Our purpose is to try to keep the railroads, as other car- 
riers, operating, and at rates which are reasonable and which people 
can afford to pay and which will yield to them a reasonable rate of 
return. 

In addition to that, because of the decision in 1951 (see appendix 
exhibit 5, p. 150) and I wasn’t on the Commission in 1951—you had 
many things which would have had to be changed and upset, and would 
have had a damaging effect on the railroads. They had paid their 
State and local taxes based on Uiose figures. They peohibly would 
have lost that return. 

Mr. Harpy. I understand you have a good many factors which were 
read in the statement mentioned by Mr. Plapinger. My point was 
this: the decision in 1956, in effect, said: Yes, we made a mistake in 
1951, we exercised poor judgment at that time, so we are not going 
to change it because of these other factors. 

Mr. Arpara. Mr. Hardy, that might be the effect. I don’t want to 
adopt that statement. 

Mr. Harpy. You needn’t. I made that observation. That is the 
way I would interpret it. 

Just one other question, as long as we have had the question of rates 
a few minutes ago. The affirmation—the making of that decision in 
1951, and its Maadiliens in 1956, apparently, then, will have as one 
result, or certain excessive profits for the period, this initial period of 
accelerated amortization, which shippers may have to compensate for 
later on ? 

Mr. Arpata. I don’t think the impact will be as sharp, because the 
difference is going to be spread out over a considerable period of years. 

Mr. Harpy. That isn’t quite the point. If we were talking a mo- 
ment ago, when you discussed the philosophy here, to provide a rate 
structure which would present a reasonable return, none of us would 
take exception to that, but in the action which was taken with respect 
to the accelerated amortization, we had provided for some unearned 
income, that is about what it amounted to; isn’t that right? 

Mr. Arpara. Yes; from an accounting point of view. 

Mr. Harpy. From an accounting point of view, or from the stand- 
point of the revenues produced by the shipments, and that is the thing 
you were talking about a minute ago, providing reasonable rates, to 
provide reasonable return, but this didn’t have anything to do with 
rates. The shippers are going to pay in the future for rate reductions 
that they should have paid while these excess profits were being ac- 
cumulated; isn’t that correct—even if it is spread out over a long 
period of time? 

Mr. Arrata. If we assumed the situation is going to be exactly the 
same as it is today, that the economy is going to be static, and all other 
factors, and taxes too, are going to be the same, spread out over a 
period of time, that would be true. 
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Mr. Harpy. I don’t understand where the question of similarity of 
conditions enters into that consideration. 

Mr. Arpata. As I say, I don’t know what conditions are going to 
be in the future. 

Mr. Harpy. I don’t know that that has anything to do with it, inso- 
far as requiring the people that use the railroads in the future, to pay 
for the excess profits accumulated to pay for this accelerated amortiza- 
tion. It may not amount toso much, I don’t know what it will amount 
to, but in any event if you are going to protect equity in rates for both 
the shippers and the owners, the investors, and that is, of course, one of 
the main functions of the Commission. 

Mr. Arpata. Well, we are essentially concerned in having all the 
facts fully considered, and I think, as far as the argument went, 
Arthur Andersen’s position was that the investors are not fully in- 
formed. That phase of the thing didn’t convince me, personally, be- 
cause whoever argued that case—I don’t recall—answered the ques- 
tion, and said: Yes, the annual reports carry this notation, and the 
facts are pretty well known. These cases have been well publicized, 
and everybody knows all the circumstances and conditions. 

Now, I am speaking from the investor’s point of view, the public 
point of view. 

Mr. Harpy. Yes. 

Mr. Arpaia. There is nothing secret about it, because, after all, 
these things have been highly publicized, starting with the decision 
of 1951, 

Going back to this question of rates, we have to balance two things. 
After all, there is a responsibility there. How about the shock that it 
would make on the present situation insofar as rates are concerned ? 

Mr. Harpy. I am not talking about practical consideration. 

Mr. Arpata. We have to think of that, too. 

Mr. Harpy. I understand that. I am not attempting to criticize 
the decision the Commission made on the practical basis. I am trying 
to take a look at what the net effect is. 

Mr. Arpata. I think you stated the net effect. As I say, I agree, 
except there may be other circumstances which may offset that net 
effect that we don’t know about now, but obviously if we assume every- 
thing is going to stay exactly the same, then that would be the net 
effect ; that taxes will be the same and all the other conditions will be 
the same. 

Now, the fact is we don’t know, and we had to weight two things: 
Should we disrupt the present pattern of competition and the impact 
of rates on the public now, as against what might happen in the future ? 
That was the decision we made. 

Mr. Harpy. That is a different thing from what I am talking about. 
You are talking about the practical considerations that caused the 
Commission to reaffirm its action which had been taken in 1951. I 
am talking about the net ultimate effect, and, certainly, the shippers 
in the future are going to have to pay for whatever this might have 
amounted to in the present time in the form of excessive profits, or 
any profits. 

Mr. Arpata. I said to you, Mr. Hardy, if we assume the conditions 
are going to remain the same as they are now in every respect, that 
is true. 

Mr. Harpy. Well, I don’t follow that. 
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Mr. Piapincer. Mr. Commissioner Arpaia, the same situation exists 
in any number of industries that haven’t received tax amortization, 
and, so far as we know, the only industry that is following this method 
of book accounting for tax amortization is the railroad industry, as a 
result of ICC direction. 

Mr. Arpata. We are dealing here with an industry which vitally 
affects the economy of this country, which is a service affected with 
the public, It can’t be compared to a company that makes tin cans. 

Mr. Piartncer. How about an electric utility ? 

Mr. Arpata. In the case of an electric utility, you are dealing with 
a single company, which operates in a limited area. In the case of 
a railroad, you are dealing with 700 railroads which are connected, 
interconnected, whose service we must treat on a general basis be- 
cause, after all, you can’t deal with an individual railroad on matters 
of pricing and rates; shipments and passengers are not often local to 
one railroad. 

Mr. Piaprrncer. Commissioner, are you speaking to the 1956 de- 
cision, or the 1951 decision ? 

Mr. Arpata. I am talking about the difference between a regulated 
public utility, such as a gas, water, electric or telephone company, 
and the railroads. 

Mr. Piaprncer. In your 1956 decision you say if the question had 
come before you in 1951, you would have treated it otherwise. 

Mr. Arpata. Because you would have treated them all at one time, 
en masse, on the same basis, and they would all have taken advantage 
of the same thing. 

Mr. PiarrneGer. You are really addressing yourself to the 1956 de- 
cision, and justifying that in view of the decision of 19514 

Mr. Arpata. I am trying to answer your question: How do you 
consider the railroads different from other companies or utilities? I 
am trying to answer that. I am not trying to justify the 1956 decision 
in the light of anything else. 

Mr. Meaprer. Mr. Chairman. 

Mr. Biarnix. Mr. Meader. 

Mr. Meaper. Are the railroads so much different than other in- 
dustries, even carriers, that they should be exempted from SEC regu- 
lations, and are they the only industry so exempted ? 

Mr. Arpata. I don’t think it is quite true they are the only industry 
that is exempted. I think the railroads live in a glass house. We 
have 22—about 22 reports we get from the railroads. Every report 
is public property. It is not like the SEC, where somebody starts 
a uranium company, a brand new company, and all they ask for is 
a statement by somebody to certify to the facts contained in the 
prospectus—and they don’t even guarantee that that is true—it is 
merely a matter of making the information public. I think, as far 
as the railroads are concerned, there isn’t a thing that they do that 
is secret. All their figures are current and public. As a matter of 
fact, I think a great many people 





Mr. Meaper. Do you think they should be exempted from SEC? 

Mr. Arpata. I do. I think it would make it only more burden- 
some. I don’t see that any practical purpose is served by putting them 
under the SEC. I haven’t heard any complaints from anybody that 
more information is needed by the public. The reports they file with 
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us are complete and detailed. They are checked by our Bureau of 
Accounts for accuracy. 

Mr. Mraper. Why, for instance, should the railroads be exempt 
from SEC regulations and the others are not; trucks and buses are 
not ? 

Mr. Arpata. As a matter of fact, some of these utilities merely have 
to furnish to the SEC the copies of the reports which they file with 
the regulatory agency. As far as trucks and buses are concerned, 
those are under our jurisdiction and are exempt from SEC require- 
ments. I am talking about airlines; I don’t know too much about 
the ee there, but, in the cases of gas-pipeline companies, for 
example, I am not sure, since this is outside of my field, but I think 
that the rule is that they file with the SEC a copy of the report which 
is furnished by them to the FPC. 

Mr. Buarnik. Are airlines exempt from SEC? 

Mr. Arpara. I don’t know enough about it, Mr. Blatnik, frankly. 
I have trouble enough trying to keep up w ith our Job without trying 
to study the airlines’ problems. But I couldn’t say. I would mislead 
you if I tried to. 

Mr. Puarincer. Mr. Emken, do you know whether there is any 
similar exemption ? 

Mr. Emxen. Other than those carriers subject to Interstate, no; 
T don’t. 

Mr. Arpaia. But any company, any carrier, anybody who enjoys 
the status of a carrier has to file reports with us. ‘The complaint has 
been made both in and out of Congress that they are now required to 
file too many reports, and there is no need to make the requirements 
more burdensome—after all, they do have other things to do besides 
file reports and keep papers—I think there is a limit. I know in Gov- 
ernment there has been a strong effort made to try to reduce the amount 
of paperwork required from the general public, business in general, 
and much more so in the case of regniated companies. 

Mr. Harpy. I surteinhe h ope you might make some progress in that 
direction. I declare, everybody is doing too much of that. 

Mr. Anpata. We have made some progress. We have consolidated 
a great many reports; we have eliminated others. We have given 
this matter a great deal of study and time. TI think that, in the last 
2 or 3 years, there have been great strides made insofar as the Commis- 
sion is concerned in reducing the burden of paperwork for industry. 

Mr. Buarnix. Mr. Arpaia, how many people do you have working 
on or checking on the financial reports submitted by the -ailroads? 

Mr. Arata. Mr. Emken can answer that one. Do you mean in 
the entire Bureau of Accounts, Cost Finding, and Valuation? Of 
course, they are doing other jobs, too. 

Mr. Exaken. We have 193 authorized in our Bureau. 

Mr. Arpata. But that includes valuation, pipelines, and, of course, 
motor carriers. 

Mr. Emxen. We have 10 separate accounting systems. 

Mr. Brarntx. I was thinking of those checking the financial state- 
ments submitted by the railroads. 

Mr. Emxen. I don’t understand your question, Mr. Blatnik. Do 
you mean checking them for accuracy, and so forth ? 
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Mr. Buatntx. Accuracy, or filing, and reporting, or whatever veri- 
fication they are required to do. 

Mr. Emxen. That is handled in our Bureau of Transport Eco- 
nomics.. They examine those reports, and make up the statistical re- 
leases that are furnished to the public. They have about 134 people, 
I believe. But they have other work besides that for waybill studies, 
for instance, and research programs. 

Mr. Buarnix. If it is required that these financial reports be certi- 
fied by certified public accountants, would this lessen your job and per- 
haps reduce the number of your personnel required ? 

Mr. Emxen. Are you asking me? 

Mr. Buarntik. Either of you. 

Mr. Arpata. I think we still would have to do our job. I imagine 
we would find fewer errors, particularly in some of the motor-carrier 
reports, where we have some difficulty because of the computations 
not being complete or not being correct. I think that would serve a 
purpose, but, unless the law said that upon certification by a public 
accountant the report would have to be accepted as gospel, I don’t 
know that that would permit us to relinquish our statutory obligation. 

Mr. Piarrneer. Commissioner, you have recognized that there is a 
possibility of the public being misled, in that you have required that 
the statements be footnoted as you have indicated on page 5. 

Mr. Arpata. The purpose is to insure complete coverage. Most 
railroads do footnote. There are some that don’t. 

Mr. Piarrncer. Would it further lessen the chance for misconcep- 
tion if these were carried right in the statement itself? 

Mr. Arpata. They are; they are attached to the annual report. 
Well, of course, I don’t know. That is a mechanical problem, as to 
whether or not you can put it in the middle of the page or footnote it. 

Mr. Puiartncer. If you put it in the statement itself, it would reduce 
the reported earnings, would it not, sir? 

Mr. Arpata. Oh, you mean if the accelerated—I think we have cov- 
ered that. 

Mr. Puiarrncer. At least, you do recognize that problem by foot- 
noting ? 

Mr. Arpata. This is from the point of view of insuring adequate 
information or complete or more than complete information to the 

ublic. 
J Mr. Praptncer. Mr. Murphy’s committee notes that there are ex- 
planations contained in the reports, and the committee report said: 

While such disclosures may be helpful, they do not in our opinion cure the 
basic variation from accepted general accounting practices. 

These footnotes, how long are they going to be required ? 

The first one would presumably be after the amortization period 
has expired ? 

Mr. Arpata. I think the second one would be after the amortization 
has expired. 

Mr. Emxen. Both of them would be in the 1957 annual reports. 

Mr. Puapincer. Postamortization, Mr. Emken, what will appear? 
The first one presumably would be inapplicable. But would the 
second one appear ? 

Mr. Emxen. I think so. 
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Mr. Prapineoer. Is there anything in the ICC rules that prohibit 
railroads from keeping books in accordance with generally accepted 
accounting principles, provided that reports are furnished to the ICC 
in accordance with its rules ? 

Mr. Arpata. I would say no. I would say corporate management 
could get all kinds of reports that it wanted, probably does, that is, 
internal reports of its own. 

Mr. Puarincer. I believe in the executive session it was stated the 
ICC was preparing a report on accounting practices simultaneously 
with the preparation of their report of the committee. 

Mr. Arpaia. Not a report. As I pointed out in my statement, we 
had under consideration, we were waiting to find out if this committee 
was going to find something more which could be added. Those rules 
were under consideration. 

Mr. Puaprncer. This study has now been concluded ? 

Mr. Arpata. Yes. Well, it was concluded for the time being—we 
are alert all the time to necessary changes. It isn’t as if this is going 
to be the final improvement. There may be improvements from time 
to time, as there have been in the past. 

Mr. Harpy. Well, in that connection, are we talking about the same 
thing that we discussed in executive session, when it was stated you 
wound just have one part-time man working on this thing? 

Mr. Arpata. I don’t know. 

Mr. EmKen. We didn’t say that. 

Mr. Harpy. Maybe my memory isn’t very good, but I thought the 
question was raised how long it was going to take you all to complete 
the study you were working on, and it wasn’t very clear whether any- 
body was actively working on it. 

I understood you to say you had one man working on it part time. 

Mr. Arpata. My reading of the transcript, which I did read, there 
were two questions. First, how long will it take to get these rules into 
effect. And I think Mr. Emken said it might take a year. 

Mr. Harpy. Something like that. 

Mr. Arpata. With that I disagree heartily. You will notice that this 
notice shows that it won’t take a year, it will probably take a month 
or 60 days. 

Mr. Harpy. Because you have already promulgated rules and you 
are asking for comment about those rules? 

Mr. Arpata. Yes. 

Mr. Harpy. That is the thing that surprises me; actually it makes 
me wonder, in the light of the testimony, as I recall it, it makes me 
wonder how thorough a job you have done before you promulgated 
these rules. 

Mr. Emxen. Mr. Hardy, can I explain that? When we were dis- 
cussing that in executive session, I misunderstood your question. 
What I had in mind when I said 2 years, there are a lot of things 
that haven’t been taken up yet. There are a lot of minor things. 
There are some big things that we are studying. We expect to clean 
up all that in 2 years. You never get through changing these rules. 

Mr. Harpy. I understand that, and if that is what you are talking 
about, I think you are optimistic, in 2 years, because I hope you are 
not going to stop when you get through this 2-year period. 

Mr. Emxen. The main things we have in mind, that is our pro- 
gram right now. Of course, we won’t stop; we never stop. There is 
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a constant change in these rules. We may put out another one 
tomorrow. 

Mr. Harpy. To boil it down, these new rules, that we are talking 
about now, are the result of the work of this one-man part-time com- 
mittee that you were talking about ? 

Mr. Emxen. I don’t think I said one man. I don’t want to con- 
tradict you, but I said 

Mr. Harpy. If I am wrong, I certainly don’t want to leave any 

Mr. Emxen. Part of the time it is one man. Right now I have 
about five men working on some rules. 

Mr. Harpy. These are the rules out of the outgrowth of that com- 
mittee we discussed, that is the thing I wanted to find out. That is 
all, Mr. Chairman. 

Mr. Praprtncer. Mr. Arpaia, at the executive session there was 
some reference to the fact the ICC was having trouble recruiting 
accountants, and that discussions were being carried on with the 
Civil Service Commission in this regard. Can you tell us something 
about that? 

Mr. Arpata. Well, when I became Chairman of the Commission, 
one of the first studies I had made was to Getermine how many people 
would be eligible to retire within 1 year, 2 years, so I could anticipate 
our personnel problems and lay out a program. 

I was shocked to find almost 40 percent, 39.6, 39.8—well, anyway, 
it was almost 40 percent of the people in this bureau will be eligible 
to retire—at that time they were eligible to retire within 2 years. “And 
also there were some unfilled positions due to retirements which had 
already taken place. 

I know that accountants and people with accounting experience are 
very much in demand, so we asked the managing director to proceed 
immediately to recruit people so that they could be trained. 

We find that a man has to have either 3 years of accounting experi- 
ence or be a graduate of an accounting school with 1 year of experi- 
ence to qualify for a job that pays thirty-five- hundred-and-some-odd 
dollars. So you can imagine it hasn’t been very likely for us to suc- 
cessfully recruit on that basis. 

That isn’t half as bad as the fact that the top people that we have 
to have, people that are, say, in the status of Mr. Emken, who, by 
the way, is himself ge to retire within a year, they are only 
grade 15 and grade 16. I said to Mr. Emken then, “Can’t you hire 
one of these high- ciated public accountants on a consultant basis, 
so he will donate some public service? We could use such a person 
to help here.” I think he tried. Those are the practical problems of 
recruitment we are facing. I don’t know whether you gentlemen 
appreciate the fact that for this present fiscal year that we have the 
biggest budget the Commission has ever had in its entire history, and 
it amounts to $14 million. Of that amount. with the automatic pay 
increases, et cetera, we have fewer employees at the ICC now than we 
had in 1941. Our total staff, including the field, consists of about 1,875 
people, I think. And that covers the whole gamut of operations 
under our jurisdiction: rates, service, certificates, permits, enforce- 
ment, inquiry, compliance, finance matters, accounting, statistics, and 
so on. 
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I would just like to say this, not as a Commissioner of the Inter- 
state Commerce Commission, but as a taxpayer, that I don’t know 
of anyplace in the United States Government where the public gets 
as big a bargain as they do out of the Interstate Commerce Com- 
mission. With that size staff, with such an important field of regula- 
tion, responsible for sound transportation, for safety and service, to 
the public within the entire continental limits of the United States, 
covering water carriers, liquid pipelines, motor carriers, buses, freight 
forwarders, it does quite a job of importance to our national economy 
and welfare. It has a reported income to us of about $18 billion 
and a total income for all transportation of about $75 billion. That is 
my comment as a taxpayer. We do all this in spite of these practical 
handicaps. 

Mr. Puiapincer. Well, in the case of engineer and other critically 
short personnel, the Civil Service Commission, I note from various 
reports in the press, has made adjustments in starting salaries. Has 
there been any concession made with respect to accountants in the 
Interstate Commerce Commission ¢ 

Mr. Arpata. So far as I know, not yet. 

Mr. Piapincer. Has the Civil Service Commission been approached 
on this matter ¢ 

Mr. Arpata. Yes, our Managing Director has been in consultation 
with them. As a matter of fact, there wasn’t anybody on the ac- 
countants register, as I recall it, that was qualified. That is why we 
couldn’t recruit to fill vacant positions. I suggested they go to some 
of these schools and try to get them there, and they have. They have 
had a little better luck lately, I think. We had to take some people 
that are pretty old. We hired one fellow, I think is 65 years old, 
Who is that fellow we put in, Mr. Emken? I mean to get 

Mr. Emxen. Sixty years old. 

Mr. Arpaia. Sixty years old, to get somebody that is experienced. 
It is a fellow who has had a job in some other field and was able to do 
some public services. Those are the problems. 

Mr. Prarincer. Does accounting experience with the ICC count 
toward a certification on professional examinations? 

Mr. Emxken. Insome States. Most places not. 

Mr. Puarincer. Does it in the District ? 

Mr. Emxen. I believe not in the District, but I believe it does in 
Virginia. 

Mr. Piapincer. Who sets these standards, these accounting stand- 
ards, usually? Are they set by an organization such as the American 
Institute of Accounts, or local bodies? 

Mr. EmxKen. Each State has its own board. 

Mr. Priapincrer. Has the American Institute of Accountants made 
any expression on this subject ? 

Mr. Emxen. Not that I know of. There are a lot of members here. 
You might ask them. 

Mr. Harpy. Mr. Chairman, might I compliment Mr. Emken on 
speeding up, on getting the rules in the Register. On March 7, when 
we held this executive session, he estimated that they were only 30 
percent complete in preparation, and said they had two part-time 
people on them, working on it, and to have completed this job in that 
short period of time, with the exception of making adjustments on ac- 
count of representations that are made from interested parties, I think 
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you have done a splendid job. I am going to offer a congratulation 
there. I really do. 

Mr. Ewen. Thank you, Mr. Hardy. 

Mr. Arpata. We are glad to have somebody say a kind word once in 
a while, Mr. Hardy. 

Mr. Harpy. Frankly, I had thought that we probably wouldn’t get 
this accomplished by the end of the session, and to have these revised 
rules promulgated and published in less than 60 days, when it was 
only 30 percent completed up to that time, having been worked on for 
about a year, I think it is remarkable. I really do. 

_Mr. Emxen. Mr. Hardy, I don’t want to pour cold water on your 
nice words, but that 30 percent had nothing to do with the project we 
a gotten out here. That was an overall picture of a lot of other 

ings. 

Mr. Harpy. Well, lamsorry you said that. [Laughter. ] 

Mr. Emxen. I want to be honest with you. 

Mr. Harpy. That is not the impression you left on March 7, but 
anyway take this faint praise when you can get it. [Laughter. | 

Mr. Puaptncer. Mr. Emken, as I understand it the notice with re- 
spect to the so-called six variations contained in the Register, unless 
the Commission decides otherwise they will become effective on July 
1, but with respect to betterment accounting comments have to be in 
by X date and then the Commission will decide. You are not going 
to institute a change from betterment accounting to depreciation ac- 
counting on July 1; is that correct ? 

Mr. Emxen. Well, we anticipate that the first notice can be handled. ; 
There may be some changes after we get the views. We may have to 
postpone some of those dates and not make it July 1. 

Mr. Priarrncer. But there is no such critical effective date with re- 


spect to betterment accounting? ' 
Mr. Emxen. With respect to betterment, there is likely to be hear- 

ings, and it may be a prolonged method. . 
Mr. Arpata. There is an obvious difference of opinion. It will : 

probably be necessary to hear the parties out. Therefore, you have 1 


to set a time. 
Mr. Buatnig. Are there any further questions by the committee ? 
Mr. Arpaia, I want you to feel and to believe that we are interested 
in the problems you have, too. We have discussed this in our confer- 
ence, on the matter of being able to recruit competent personnel on a S 
long-term basis, and how that it was a very serious one in view of the 
expansion of responsibilities. We were aware of that. We want to 
cover that as completely in our findings as we can, so in our recom- 
mendations to the Congress we will see that is included. \ 
Mr. Arpata. We will appreciate any help along those lines, Mr. = 
Chairman. p 
Mr. Buatnrg. Are there any further questions? That is all, Mr. 


Commissioner. Thank you. ul 
The committee is adjourned until tomorrow morning at 10 o’clock, I 
when we hear Mr. West, vice president of the New York Stock Ex- fe 
change. The hearing is adjourned. m 
(Whereupon, at 12:21 p. m., the subcommittee adjourned until 10 re 


a.m., Wednesday, May 1, 1957.) 
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House or REPRESENTATIVES, 
SuBCOMMITTEE ON LeGaL AND MoneTARY AFFAIRS 
OF THE COMMITTEE ON GOVERNMENT OPERATIONS, 
Washington, D.C. 

The subcommittee met, pursuant to notice, at 10 a. m., in room 
1501-B, New House Office Building, Hon. John A. Blatnik, chairman 
of the subcommittee, presiding. 

Members present: John A. Blatnik, Porter Hardy, Jr., Martha W. 
Griffiths, George Meader and William E. Minshall. 

Also present: Jerome S. Plapinger, counsel; Curtis Johnson, staff 
director; and Elizabeth D. Heater, clerk. 

Mr. Buiarnix. Legal and Monetary Affairs Subcommittee of the 
House Government Operations Committee will please come to order. 
This is for further hearings on the matter of the accounting procedures 
required or directed by the Interstate Commerce Commission. 

The first witness this morning is Mr. Phillip L. West, vice president 
of the New York Stock Exchange. 

Mr. West, will you please take the chair. We welcome you this 
morning and appreciate your cooperation and assistance in helping 
us with this rather intricate matter. 

Mr. West. I am very happy to be of any assistance I can, Mr. 
Blatnik. 

Mr. Biatntx. Will you please proceed. 

Mr. West. Would you like me to read my statement ? 

Mr. Buarntk. Please. 


STATEMENT OF PHILLIP L. WEST, VICE PRESIDENT, NEW YORK 
STOCK EXCHANGE 


Mr. West. My name is Phillip L. West. Iam a vice president of the 
New York Stock Exchange and the director of the exchange’s de- 
— of stock list. The exchange is an association of 1,366 mem- 

rs representing 651 member organizations who serve the public 
through some 2,400 offices throughout the world. 

Basically, of course, the exchange is a market place for securities. 
In the conduct of a public auction market, however, the exchange has 
found the investing public and stockholders look to the exchange to 
maintain certain standards for the companies whose securities are 


traded. 
41 
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The exchange has basic initial listing requirements, and in addition 
maintains agreements with its listed companies which are designed to 
insure, among other things, that the investing public has access ‘to ade- 
quate disclosure of cor porate affairs in which they have a warrantable 
interest. The exchange is proud to have played the part of being an 
early advocate of the annual report, as well as quarterly reports of 
earnings. Since 1926 the exchange has refused to list nonvoting 
common stock. All common stocks listed on the exchange have the 
right to vote. 

There are approximately 1,100 companies having common or pre- 
ferred stocks, or both, listed and registered on the exchange, with a 
total of about 1,500 issues admitted to trading. Approximately 92 
percent of these companies issue quarterly statements of earnings. 
All of these companies issue annual reports to stockholders and, with 
the exception of certain railroads, include the report of independent 
public accountants. 

For more than 30 years one of the listing agreements required by 
the exchange has been that a listed company prepare and submit to 
stockholders an annual report audited by independent accountants. 
The only exception has been in the case of railroads in view of their 
regulation by the Interstate Commerce Commission. 

There are securities of 143 railroad companies listed on the exchange 
of which 77 are leased or inactive and 66 are in active operation. More 
than 93 percent of the railway operating revenues in the United States 
are accounted for by listed railroad companies. The question of the 
inclusion of an auditor’s certificate in the annual reports to stockhold- 
ers of railroad companies has, of course, been one of long consideration. 
At the time a listing application is filed by a railroad company the 
question of including an independent auditor’s certificate in their 
annual report is discussed not from the standpoint of a requirement 
but in an attempt to persuade the railroad that such a certificate would 
be desirable. 

Asa result of exchange effort in the mid-1930’s several railroad com- 
panies by 1938 had agreed to publish and send to stockholders an inde- 
pendently audited financial statement. Over the period of years to 
date we have continued to emphasize the —— of this audit to 
the railroad industry. By the end of 1956, 35 listed railroad companies 
were releasing independently audited financial statements, 7 of which 
had commenced with the year 1956, leaving 31 railroads which are 
listed and actively operating which do not provide an independent 
auditor’s report. 

Certificates on railroad financial statements invariably note that the 
balance sheet and income account were prepared and are in accordance 
with ICC regulations. We believe the audit and accounting procedures 
should instead be such as to enable the certificate to state the financial 
statements were prepared in accordance with generally accepted ac- 
counting principles. 

We are not accountants. We do not know what material problems, 
if any, would arise in the audit if the certificate were to state that the 
financial statements were prepared in accordance with generally ac- 
cepted accounting principles. It, therefore, seemed to us most appro- 
priate that professional study of the matter be undertaken to see just 
what the facts might be. 
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It should be mentioned at this point that while our examination of 
railroad financial reporting has gone on for some years, the entire 
question was brought to the fore by the publicity given the report 
of a railroad company for the year 1955. The carrier involved had 
indicated net income for the 11 months ended November 30, 1955, of 
$9,275,000. At the year-end, on the basis of advice from independent 
accountants then acting in an advisory capacity, net debit adjustments 

of $4,444,607 were m: ide, and net income for the year was disclosed at 
$4,246,534, The adjustments were characterized as reflecting a year- 
end review of the adequacy of certain reserves and final classification 
of amounts held in suspense during the year and other items. It is 
our view that adjustments of this magnitude would not have been 
required had the accounts been subject to the continued scrutiny of 
independent public auditors. 

With this in mind the exchange, early in 1956, had preliminary con- 
versations with the Interstate Commerce Commission, the Association 
of American Railroads and American Institute of Accountants in 
connection with a review of the present manner of financial disclosure. 
It was apparent to us as a result of these conversations, that the current 
status of railroad financial reporting had been the concern of all. 
Further, a general desire to examine the problem in detail prevailed. 
The exchange felt material progress could be made by organized 
study, and on May 17, 1956, the exchange wrote Mr. Anthony F. 


Arpaia, then Chairman of the Interstate Commerce Commission, in 
part, 


It would appear to be most desirable if a method could be found to bring rail- 
road accounting into agreement with generally accepted accounting principles, 
and to have the opinion of independent public accountants included in reports 
to stockholders of railroad companies conform to the practice followed in all 


other industries. 

As a means of accomplishing this purpose it was suggested that a 
ar be made to the American Institute of Accountants to appoint 

a special committee to study the problem to set forth the material ele- 
ments of difference in accounting principles which may be a factor, 
and to confer with Mr. Arpaia and his associates in an effort to bring 
it about. 

Mr. Arpaia replied that the Commission was entirely agreeable to 
the suggestion and would be glad to have the benefit of the views of the 
American Institute of Accountants. He indicated a desire to coop- 
erate in any way, and on that basis, the exchange wrote Mr. John A. 
Zebley, president, American Institute of Accountants, and Mr. Arthur 
R. Seder, vice president of the American Association of Railroads, 
enclosing the correspondence with Mr. Arpaia and asked their coop- 
eration in appointing special committees to study the problem. The 
association and the institute advised us they would be pleased to 
undertake the study. The committee appointments were made in June 
1956 and the study commenced. 

We have been advised that committee work is underway at this time, 
with the special committee of the American Institute of Accountants 
having completed its report and made known its recommendations. 
We are also pleased to note that the Interstate Commerce Commission 
has taken steps to adopt certain of the committee’s recommendations 
and has the others under consideration. 


92361—57——4 
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We are pleased with the progress that has been made to date. 

Mr. Buarnik. Thank you very much, Mr. West. 

Mr. Plapinger, will you proceed ? 

Mr. Puaprincer. Mr. West, I note on page 2 of your statement that 
the only exception in exchange listing agreements with respect to the 
requirement that annual reports be audited by independent account- 
ants—is in the case of the railroads, as you say, “in view of their regu- 
lation by the ICC.” 

Now, there are other companies that undergo public regulation of 
auditing of their accounts, in the case of the CAB and the FPC. 
Why the exception with respect to companies within the jurisdiction 
of the Interstate Commerce Commission ? 

Mr. West. It appeared the Interstate Commerce Commission had, 
well, greater regulatory powers over the issuance of securities than the 
other Commissions necessarily did, and because of the great disclosure 
that was given in railroad reports, going much further than merely 
income account and balance sheet reporting, by giving supplementary 
schedules, and other information, it appeared that there was complete 
disclosure there, and because of the longstanding relationship of the 
Interstate Commerce Commission with the railroads, it did not appear 
that it was essential that there be a requirement at that time. 

Mr. Puiaprncer. I see. Had the Exchange been concerned previ- 
ously, prior to the 1955 incident that you referred to in your statement ? 

Mr. West. We had discussed it from time to time, and we felt that 
it was desirable to have auditors for railroad companies. On the 
other hand, we felt, because of this longstanding relationship, it should 
be a matter of mutual understanding, rather than that of requirement. 
We tried to persuade the railroads to have independent auditors, rather 
than require it. 

Mr. Piapincer. Where they used independent auditors, the audit 
still was in consonance with the rules of the Interstate Commerce 
Commission ? 

Mr. West. That was the general practice, yes. 

Mr. Puarrincer. Will you tell the subcommittee what the safeguard 
for the investing public is in an accountant’s certificate? 

Mr. West. The safeguard appears to be not necessarily the fact that 
2 plus 2 equals 4, because anybody can add, but in the judgment which 
enters into the accounts. In other words, our thinking is that to a 
great, extent reported earnings are based on opinion, on the types of 
accounting procedures that are followed, and it is very helpful to have 
the independent judgment of the auditors who have a wide experience 
and who audit many companies, not just the one, so that they can 
bring new techniques, new thoughts, and also give their expert judg- 
ment when it comes to how income should be reported for the year, 
depending upon any number of factors that may come up during the 
year as to what should be reflected as a part of income, and that which 
is not necessary for that purpose, differentiating between so-called 
capital items and income expense items. 

r. Puaprncer. Despite the disclosures in the recent report of the 
American Institute of Accountants, in two areas with respect to de- 
ferred tax reserves, of variation from general accounting procedures, 
you note in your statement that the exchange is pleased with the prog- 
ress that has been made. 
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Has the Exchange evaluated that section of the report as to its effect 
on the investing public? 

Mr. West. No, we have not made any attempt to evaluate it, as such. 
In other words, our thinking has been, from our standpoint, we much 
prefer to leave that to the experts. None of us at the Exchange, are 
in reality accountants; we are analysts and otherwise, and whenever 
it aos a change should be made in accounting, or something should 
be done about it, our thinking is that we should ask the American In- 
stitute to study it. We have been doing that over a long period of 
years. Pursuant to discussions with the American Institute, they 
commenced to issue these accounting research bulletins, and otherwise, 
as affects industrial companies and utility companies. 

Mr. Prapincer. Has there been any feeling within the Exchange 
that would favor the removal of jurisdiction over railroad securities 
from the ICC to the SEC, for instance ? 

Mr. West. No. Frankly, our thinking has been, when a group of 
companies has such a long-standing association, let us say, with one 
governmental commission, it is perhaps better to continue it in that 
manner, otherwise there might be many factors that come up which 
would cause irritation or otherwise between two different bodies, and 
our thinking has always been it should just have one head, rather 
than two. 

Mr. Puarrncer. But I take it the Exchange would be much happier 
if the auditing certificate stated it was in accordance with generally 
accepted accounting procedures? 

Mr. West. We would be much happier if the certificate did so state, 
and all railroads had accountant certificates included in their reports. 

Mrs. Grirrirus. May I ask a question ? 

Mr. Buarnik. Mrs. Griffiths. 

Mrs. GrirrirxHs. Would it be your duty to fail to list upon the ex- 
change any railroad if, in your judgment, you believed it was a fraud 
upon the public. 

Mr. West. I think it would, yes. 

Mrs. Grirritus. Would an action lie against you if you so failed to 
list the railroad? Couldn’t they bring an action of mandamus, to 
force you to list them ? 

Mr. West. No. Our thinking is they could not. In other words, 
listing, particularly when various acts of Congress were passed, such 
as the Securities Exchange Act of 1934, left the question of listing in 
the jurisdiction of the exchange, so we could exercise our own judg- 
ment as to whether or not a security should be listed, and we have 
attempted to do that all the way through. 

Mrs. Grirrirus. Has an action ever been brought? 

Mr. West. No action has ever been brought to compel us to list a 
company, by any company, but actions have been brought when we 
have attempted to delist a company. We are fighting two actions in 
the courts right now. 

Mr. Prarrncer. Other than the study that has been prepared by 
the ATA, at the request of the Exchange, what else is the Exchange 
prepared to do by way of implementing your belief that auditing and 
accounting procedures should be such as to enable a certificate to 
provide that the financial statements were prepared in accordance 
with generally accepted accounting practices. 
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Mr. West. Well, I think the report of the committee of the American 
Institute has been issued, and if the accountants follow that generally 
and the railroads do change to place their accounts in accord with it, 
then it will be possible for the accountants to so state. Otherwise, per- 
haps it would be necessary for theim to take an exception in their 
certificate, and show what that exception is. 

Mr. Piaprincer. Two of the exceptions I alluded to before, that ap- 
parently ICC is not going into rulemaking procedure on, are in the 
case of deferred tax reserve with respect to tax amortization and accel- 
erated depreciation. Mr. Spacek, when he appeared before us in exec- 
utive session, referred to the fact that as a result of failure to provide 
tax reserves for tax amortization in the year 1954, railroad earnings 
were overstated to the extent of 29 percent, and in 1955 to the extent 
of some 23 percent. 

Now, the ICC, when it appeared before us, referred to footnoted 
explanations that would explain and disclose what had happened with 
respect to tax amortization. Would you consider this sufficient ? 

Mr. West. That is a rather difficult question. Frankly, we dislike 
footnotes. We think all adjustments that may be necessary under 
good accounting practice should be set forth in the financial statements 
because when a company publishes its earnings through the statistical 
service, and otherwise, it is impractical, many times, to attempt to 
give effect to those footnotes which might be set forth. 

On the other hand, I wouldn’t want to attempt to answer that ques- 
tion which is under study as to whether it should be reflected in the 
accounts or not. I didn’t know a definite conclusion had been reached 
on that point, and assumed it was still under study and consideration 
because of the many problems and many factors involved. An answer 
is not always an easy one to arrive at in the first instance, but takes 
a good deal of time and a great deal of consideration. 

Mr. Puaprrncer. Mr. West, I know the Exchange has done a great 
deal by way of public-relations work in connection with the investing 
public. We have been told that the small investor is misled by the 
sort of thing that we have just been discussing with respect to tax 
amortization. 

Mr. West. That is one of the problems that, frankly, we are very 
cognizant of, and that is that a small investor who may not, well, have 
the facilities available, or the knowledge or understanding to analyze, 
that he may merely accept earnings as reported on their face. 

Frankly, that is always a dangerous procedure in any company, for 
the reason any financial statement does need analysis. It needs to be 
gone over. There are many disclosures set forth, because, as I indi- 
cated before, it is a matter of judgment. Also it is a matter of com- 
parison of the earnings of one company with the earnings of another, 
whether they are prepared on a comparable basis or not. All those 
factors have to be taken into consideration. Accordingly, we always 
suggest to the small investor that he should ask a competent financial 
adviser, such as a member firm of the stock exchange, before he in- 
vests. He should get the facts, and attempt to obtain advice, as far 
as practical, from well-known informed people. So that it isa difficult 
question to answer “Yes” or “No,” but we do feel that, as far as prac- 
ticable, we should get away from as many footnotes as we can, so that 
the financial statements in themselves do represent the fair results of 
operations. 
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Mr. Prarrncer. Has any sort of marketing survey ever been made 
to determine how the so-called little fellow purchases his securities ? 

Mr. West. To a limited extent we have, on a so-called new customer 
survey, and that sort of thing, why he bought the particular stock, I 
mean without his knowing it was the stock exchange making the survey. 
We just wanted to get the feel of the situation. 

Usually I know they have talked with people that had an under- 
standing before they went ahead and bought the security. 

Mr. Piarincer. Well, with respect to the changes as in deferred tax 
reserves for tax amortization recommended by the AIA, but appar- 
ently not to be adopted by the ICC, what would the Exchange do 
about that ? 


Mr. West. Frankly, I didn’t know a conclusion had been reached 
along those lines. 

Mr. Piarincer. You know about the conclusions in the AIA report, 
but not with respect to lack of ICC action? 

Mr. West. That is correct. Frankly, I prefer to sit down and talk 
with the parties involved and get the feel of the situation before at- 
tempting to express an opinion. 

Mr. Biarnik. Are there any further questions ? 

Thank you very much, Mr. West. 

Mr. West. Thank you, Mr. Blatnik. 

Mr. Buiarntx. The next witness is Mr. Walter F. Hahn, securities 
analyst of Smith, Barney & Co., member of the New York Stock Ex- 
change. Mr. Hahn, we welcome you this morning and appreciate 
your cooperation and assistance. 

Mr. Harn. Thank you. 

Mr. Buarnix. Do you have a prepared statement, Mr. Hahn? 

Mr. Hann. I have, but if I had known I was supposed to read it I 
don’t think I would have made it as long. Do you wish me to read it? 

Mr. Buiarnirx. Will you please read your statement? Give your 
full name and your position and identification. 


STATEMENT OF WALTER F. HAHN, OF SMITH, BARNEY & CO. 


Mr. Hann. My name is Walter F. Hahn. I have been employed 
by the investment banking firm of Smith, Barney & Co., 25 Broad 
Street, New York, N. Y., since 1946. The work I perform has to do 
primarily with the analysis of the securities of companies engaged in 
various forms of transportation, railroads in particular. Prior to 
1946, I was employed by Moody’s Investor Service for many years, for 
whom I did work similar to that which now engages my attention. 

During recent years, I have been increasingly concerned with some 
of the reporting methods used by the railroads. For the most part, 
the railroads report to their stockholders on the basis of the accounting 
rules prescribed by the Interstate Commerce Commission. 

Thus, if the accounting regulations are not all that could be desired 
from the standpoint of reporting, although adequate from the stand- 
point of accounting, then it is possible for the stockholder to get wrong 
impressions from the figures reported. In September 1955, I wrote 
a memorandum entitled “Railroad Earnings, How Much Are They 
Overstated?” In that memorandum, I stated, in part: 


Seaboard Air Line Railroad Co. reported 1954 pre-Federal income tax net in- 
come of $26,501,000. Federal income-tax accruals were $6,368,000. The ratio 
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was 25 percent in a year when the Federal income-tax rate totaled 52 percent. 
Rapid amortization of part of the cost of recent additions and betterments re- 
duced taxable net income by $9,520,000 and deferred payment of $4,950,000 of 
the tax bill to a later date. No liability of any kind for payment of this deferred 
debt was shown in the balance sheet. Nor was there any liability shown on the 
books for the $4,280,000 taxes deferred in 1953, $3,375,000 in 1952 and $1,885,000 
in 1951. This is a total tax deferment of $14,490,000, no vestige of which appears 
as a liability on Seaboard’s books. 

The tax deferment for 1955 has been estimated by a reliable source at $5,800,- 
000, so that the total tax deferment will, at the end of 1955, be around $20,300,000 
(more or less depending on future rates of corporate taxation and nothing if the 
company had no taxable net income for many years to come) and mount still 
higher in the next several years. 

The unshown liability may be expected to reach a figure of about $30 million 


before repayment starts. Repayment will start when the rapid amortization 
runs out (about 1959) — 


incidentally, it will be later for most railroads, due to substantial com- 
mitments for equipment and other items, in late 1955— 


and a large part of regular depreciation charges will no longer be considered a 
deduction for tax purposes by the Treasury Department. 

The figure of roughly $30 million, incidentally, exceeds the amount of first 
mortgage bonds which were outstanding at $28,945,000 at the close of 1954. 
Per share of common stock, this $30 million is about $12.70 added to the reported 
earnings of the 1950’s out of earnings of subsequent years. 


The current effect of all this is to include in reported earnings what may be 
described as a large noninterest loan from the United States Government. 


Again in January 1957, in a memorandum, copies of which have been 
distributed to some of those attending these hearings, I showed how 
class I railroad net income was swollen in recent years by rapid amor- 
tization tax deferments and other unorthodox methods of accounting 
for taxes. 

I might say I am no railroad accountant. Iam an analyst of rail- 
road securities. 


Rapid amortization alone temporarily increased class I Railroad net 
income as follows: 


Earnings overstated in recent years 

















{In millions] 
Class I railroads 
Reported Amortiza- Realistic 
tax income tion tax net income 
deferment 
as ots cciawdanndaedeaindecsvidel bliindsgntcedaeeacen bbgud $889 $689 
SRG. «tcinn kana naaalincas 927 191 736 
a ee 682 149 533 
1953 _- 903 146 757 
ERE RE ey Re OE Bent See SETS Sen eee 825 98 727 
ie cet hn, we eeu scaeacas see Reeee na kaceewka ete eames’ 693 41 652 
WR hn cock nculongdan sccdmandaionaptatesctshlibeacnawaeeed | WOE feskcas 784 





1 12 months ended Oct. 31. 


Mr. Haun. I also said the following: 


Earnings recently have also been benefited by what may be termed “temporary 
tax credits,” such as tax credits for abandonments, reduction of tax accruals of 
previous years, and credits resulting from depreciation rates in the tax account- 
ing higher than depreciation rates in the ICC accounting. 

For example, in the 12 months ended October 31, 1956, Southern Railway 
reported prefederal income tax net income of $55.7 million, Federal income-tax 
accruals of $16.4 million, and net income of $39.3 million. 
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For this period, dividend income is estimated at $3 million. This is at least 
85 percent tax exempt. Without amortization tax deferments and other tem- 
porary tax credits, Southern’s tax for the period mentioned would apparently 
have been around $27.7 million. The difference between this $27.7 million and 
the reported tax accrual of $16.4 million is $11.3 million or about $1.74 per 
common share. Earnings per share reported for this period were $5.60. Net 
income of $5.60 per share is one thing. Quite different are earnings of $5.60 
less $1.74 or $3.86 per share. 

That the railroads differ tremendously from other types of companies in their 
treatment of Federal income taxes is rather conclusively demonstrated below. 
Bear in mind that in the long run Federal income taxes of the railroads will 
much more closely approximate their net income (when the rate is 52 percent) 
than in recent years. Bear in mind, too, that if you pay 10 times reported earn- 
ings for a railroad stock you may be paying 12, 15 times real earnings. Ask 
yourself, “Why should that part of reported earnings based on temporary or 
nonrecurring tax credits be capitalized at more than one times earnings?” 


[In millions] 

















1955 Pretax net Federal in- | Net income 
income come taxes 
i 
General Moters.__ i as bees sions $2, 542 $1, 353 $1, 189 
ee PU I a... a. hodaceckiea cae haat aeciaeastl : 752 382 370 
Co a Ee mihi 163 | 80 83 
United States Rubber. -- Vi Nchdatdtbactaaakeee 76 42 | 34 
Dow Chemical___.....__- scala adem tea 73 | 36 37 
du Pont*._- i dion : 745 | 313 432 
International Harvester_...________..-.-- hissing heoulncaniiceip Spice 4 104 | 48 56 
General Electric. = aicssniuh atin ietisschoatosrnaciebakiatbenconnsres Pte 375 177 198 
Pacific Gas & Electric _- daha oe bed 120 | 49 | 7i 
American Telephone & Telegraph. -....-.....-....--.--- 1, 291 | 627 | 664 
Radio Corporation of America- ------- canoes See 101 | 53 | 48 
Consolidated Edison... _.-_-- petindteibences ueolee tas. 97 | 45 | 52 
Philadelphia Electric_-___- eas eediinadee 2 : 67 34 33 
Atchison, Topeka & Santa Fe*_.._............._-.- sae 129 51 | 78 
Chicago, Rock Island & Pacific. _- ee ; fi 22 5 | 17 
Gulf, Mobile & Ohio__--. eect Aes cabana? tracted 12 3 |} J 
Western Pacific__ 7 | 3 | 5 
Texas & Pacific 7 : 14 | 5 | 9 
Southern Pacific* ‘ ; 61 9 52 
Southern’*. ___ : , ; 62 | 24 38 
Erie--. : ; 7 | Cr. 1 8 
Baltimore & Ohio*__.- ‘ 27 | 3 | 24 
Seaboard Air Line. ‘ 2B | 6 | 22 











*In varying measure, small Federal income tax reflects receipt of partially or totally tax exempt dividend 
neome. 

Mr. Hann. You will note by and large that the industrial and 
the public utility companies listed (these were selected at random 
on the basis of the first names that came in my head, large companies 
all the way through) had Federal income taxes pretty close to the 
net income, reflecting a 52-percent tax rate, but you get quite differ- 
ent figures when you look at the railroads. Some of the most out- 
standing cases, pretax net income of Southern Pacific, $61 million, 
Federal income tax of $9 million. The Erie, $7 million, pretax net 
income, and $8 million net income as a result of a tax credit of $1 
million. Baltimore & Ohio, $27 million pretax net income, $3 million. 

Some of these cases, marked by asterisks, the taxes in some measure 
are reduced by dividend income which is either partly tax exempt or 
wholly tax exempt. 

The same memorandum showed the three different methods of han- 
dling rapid amortization and resulting tax deferments. 
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8 methods of accruing rapid amortization 


| Industrials, | 
Railroads | public | Industrials 
| utilities 





Net income before Federal income taxes and excess of amorti- | 

zation over regular depreciation... ___ a $150 | $150 $150 
Excess of amortization over regular depreciation Pee es Seeeeee 50 50 50 
Pre-Federal-income-tax net income. bicecadaatiils | 100 100 100 
Federal income tax en 5 eee ee ES Seed eee 52 52 52 
Tentative net income d | 48 48, 48 
Excess of amortization over regulai ar ' depreci ation_ ___- 50 RA nttnes eek. 
eae Serre et 98 98 48 
Reserve for future taxes______- — Saat : | - - Er et 
Dees newts: 20. Se. : 4 eh deeee as 98 72 48 








Mr. Haun. They are all subject to the same tax rate, and yet the 
railroads on this basis report $98 net income, the companies in the 
middle column that used the so-called equalization method, $72, and 
the industrial, $48. 

The railroads, I would say, overstate their net. The middle column 
of equalization is, I think, a ‘good method. It sets up a reserves for the 
taxes now being deferred, and in the third column to the right there 
is an understatement of earnings. 

In another memorandum just released, I told about Texas & Pacific 
Railway Co.’s Federal income tax accruals in 1956. T. & P. had pre- 
Federal-income-tax net income of $10.4 million. It accrued Federal 
income taxes of $2 million. The ratio was 19 percent in contrast to 
the 52-percent tax rate in effect. Rapid amortization tax deferment 
reduced Federal income-tax accruals by about $3 per share. 

Another large reduction in Federal income taxes resulted from the 
purchase of bonds at high prices. The premium above book-carrying 

value was a book loss and this was charged to surplus. But the book 
loss was a tax deduction, so Federal taxes were decreased. 

Net income was similarly increased. Thus, by buying bonds at high 
prices taxes were reduced and earnings increased. If T. & P. had 
bought more bonds and paid even higher prices and taken a larger 
book loss, earnings would have been even higher. 

Net income reported was $18.81 per share. But tax deferments and 
tax credits of a nonrecurring nature amounted to almost $8 per share. 
The net result is that I think of T. & P.’s 1956 real earning power as 
being around $11 per share rather than the $18.81 per share reported. 
This isa sizable difference. 

Some railroads in their annual reports make a detailed, clear state- 
ment regarding Federal income-tax accruals, especially if they have 
been reduced substantially by temporary or nonrecurring credits or 
deferments. Some railroads content themselves with footnotes. Some 
railroads say practically nothing about taxes. 

May I ask a question ? I have listed here some illustrations with 
names. Would it be possible for you to issue instructions that those 
names not be made public? 

Mr. Buiarntx. Could you state the reason for your request? We are 
glad to cooperate, if you give us a reason for it. 

Mr. Hann. Skip the request. I do it myself in my own reports; I 
don’t see why you shouldn’t do it. 

Mr. Meaper. This is based on public information anyway, isn’t it? 

Mr. Haun. That is right. 
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No mention of taxes is made in the text of the 1956 annual report of 
the Chicago, Rock Island & Pacific Railroad Co. In footnotes to 
the income account there is the following: 


Federal income tax accruals have been reduced by $6,403,000 in 1956, and in 
1955, $6,672,000 as a result of the following: 


Amortization of emergency facilities in excess of recorded depreciation: 1956, 
$3,596,000 ; 1955, $4,509,000. 


Amounts not charged to income in connection with casualty claims, deprecia- 


tion, refund of freight charges to United States Government, etc.: 1956, 
$1,940,000 ; 1955, $1,126,000. 


Prior years Federal income-tax accruals no longer required: 1956, $867,000; 
1955, $1,037,000. 


Total: 1956, $6,403,000 ; 1955, $6,672,000. 


On page 3 of the report, earnings per share of common stock are 
stated to be $5.88. Nowhere it is shown that tax deferments and 
temporary tax avoidances were $2.19 per share, Thus, I think of 
Rock Island’s 1956 earnings as having been somewhat over $3 per 
share. What the average stockholder thinks may be something else 
again. 

Regardless of whether or not the annual reports report carefully 
to the stockholder regarding bookkeeping that benefits the current 
year’s earnings, it is a fact that 12 times a year when the monthly 
earnings are reported the stockholder can and does receive a state- 
ment of earnings that may mislead him to real earning power. Very 
few railroad companies go to the trouble of footnoting their monthly 
earnings releases to the press. 

The Southern Pacific is an exception, by the way, to the extent 
that it says in a footnote to its monthly earnings just what the amorti- 
zation tax deferment was. 

If the press gets its monthly earnings from the ICC, there are no 
explanatory footnotes, as far as I know. 

There are numerous other methods of railroad accounting that 
have the effect of making earnings seem higher than they really were 
for the particular year involved. I am no accountant, so I won’t try 
to give you a detailed explanation. 

Some of them, as already outlined, involved book losses of one 
kind or another that are charged to surplus but that are deductible 
losses for tax purposes. Thus, the accounting procedure followed 
has the net effect that taking book losses decreases taxes and increases 
reported earnings. 

In my work as an analyst of railroad securities I, too, now keep two 
sets of books. One deals with earnings as reported, the other with 
earnings after deduction of tax deferments arising from rapid amorti- 
zation. Occasionally, I keep a third set of figures showing what earn- 
ings would probably be if there were no tax credits except for dividend 
income and special tax benefits having to do with oil, mining, and so 
forth. You can see that my work has increased materially. Then, too, 
it is necessary nowadays to figure how fast the temporary or nonrecur- 
ring credits will disappear and also to what extent future earnings 
will be reduced by the recent and current overstatement of earnings. 
After all, taxes now being deferred will have to be accrued and paid 
in the future, if there is taxable net income. 

On the whole, railroad reporting based on railroad accounting rules 
prescribed by the Interstate Commerce Commisison leaves much to be 
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desired. This is nothing new. In 1956 I addressed the annual meet- 
ing of the Railway Accounting Officers on the subject The Relation of 
Railway Accounting to the Investor’s View of Railroad Securities. 
I said in part—this has to do with the matter just mentioned, the 
Texas & Pacific bond purchases last year, and the year before: 

Another accounting practice regarding which I should like to raise some 
question is that which tends to increase net income when debt is retired at a price 
higher than the original sale price adjusted by amortization. As you all know, 
the effect of this practice was substantial in many cases in recent years, par- 
ticularly because of the large amount of refunding and also because of the high 
tax rates. With repeal of the excess-profits tax, the effect will be smaller, but 
still sizable with a 38 percent tax rate. 

I might mention now it is even higher now with a 52 percent tax 
rate. 


To me this accounting method is misleading, as it tends to indicate earnings 
which as a practical matter don’t actually exist. Moreover, it can mislead not 
only for 1 year but for the following year, when other things being equal, earn- 
ings, as reported, will drop. It can harm the railroad too in that comparative 
earnings might be poor, just at a time when other factors suggested financing. 
There are, of course, several ways in which this matter could be handled dif- 
ferently. Other methods are being followed in other industries as you know. 
I believe the advisability of effecting changes in the accounting rules covering 
this particular phase deserves your careful consideration. 

To me, it seems time either to change certain methods of reporting 
or accounting, or both. On the basis of current methods, there is a 
great chance that the stockholder will be misled by the reports made 
to him. In some cases, only the professional analyst knows what the 
real earning power is. In today’s reporting for the current year, there 
can be altogether too much of the past and too much of the future. 
This can, and I think does, often give a wrong impression of the 
present. 

After I wrote that, I added a postscript, as a result of the accounting 
rule changes adopted by the ICC a couple of weeks ago to go in effect 
July 1, unless otherwise ordered. The Commission will, I believe, re- 
ceive written testimony as to whether the railroads like them or don’t 
like them. 

Since the above was printed, the Interstate Commerce Commission 
has announced certain important changes in its accounting rules for 
the railroads to go into effect July 1, 1957, unless otherwise ordered. 
With these changes I am entirely in accord. Some of the proposed 
changes have to do with Federal income taxes and will reduce con- 
siderably the inflation of reported earnings. 

For example, under the new regulations, 1956 earnings of the Texas 
& Pacific Railway Co. would not have been increased by purchase of 
its own bonds at premiums. 

That is because the book loss on the bonds, less the tax credit, will 
be a surplus adjustment. 

Another result of the new regulations will be that the losses on prop- 
erty retired involving a tax reduction will not increase reported earn- 
ings. In the future, the loss involved, less the reduction in taxes, will 
be charged to surplus, the tax reduction serving to reduce tax accruals 
and increase reported net income. 

A feature of railroad accounting not discussed above is the growing 
practice of railroads to use depreciation systems other than straight 
line. These systems increase the depreciation in the early years and 
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decrease it in the later years. That is perfectly satisfactory. Such 
method serves to decrease income taxes in the early years and increase 
taxes in the later years. Normally, when such depreciation methods 
are used, net income in the early years is reduced and increased in the 
later years. 

However, the ICC does not recognize these new methods of depre- 
ciation. It orders straight line. Thus, depreciation charges shown 
to the tax collector are greater than those shown the 10C and the 
stockholder. The net result is a new form of tax deferment, some- 
what similar to that resulting from rapid amortization. 

It seems to me that either the ICC should recognize depreciation 
methods allowed by the Internal Revenue Division or order a reserve 
fund set up for future tax liability. 

I might add the rule changes proposed by the Commission do not 
cover rapid amortization tax deferment, and they leave some room 
for doubt in my mind as to whether or not they cover the matter of 
overaccrual of taxes in some previous year, say, 5 or 10 years ago, and 
then have that overaccrual inflate a current year’s earnings. There 
is some question in my mind as to whether the rules cover that or not. 

Mr. Buatrnix. Thank you, Mr. Hahn. You have made quite an 
interesting statement. Mr. Plapinger, will you lead with the ques- 
tioning ¢ 

Mr. Harpy. Could I ask just one question? I don’t want to get on 
the subject of his statement, because I missed a great deal of it. 

Mr. Buarntk. Surely. 

Mr. Harpy. If I understood correctly, Mr. Hahn said something to 
the effect that the rules issued by the ICC depended on whether or 
not the railroad wanted them; did you say something like that? 

Mr. Haun. I said the annual reports to the stockholder pretty 
closely follows the accounting regulations authorized by the Commis- 
sion. They don’t have to. 

Mr. Harpy. I don’t think it was in your written text, but there 
was a comment that I thought was sort of an aside to the effect— 
_maybe I misunderstood it, I just want to be sure I did understand 
properly—I thought you made an observation to the effect that the 
regulations which the ICC issued would depend on whether or not the 
railroads want them, that is the way I understood it. 

Mr. Hann. As I understand the railroads have to file with the 
Commission, according to the Commission’s rules. I don’t believe 
they have to report to the stockholder on the basis of the ICC rules. 

Mr. Harpy. But I am thinking now about the rules. 

Mr. Hann. They have to follow the rules prescribed by the Com- 
mission, in reporting to the Commission. 

Mr. Harpy. Yes; but I am thinking now about the establishment 
of the rules, which is what I thought you were referring to, the kind 
of rules the Commission issues. I thought you stressed the matter 
of approval or disapproval by the railroads. 

Mr. Hann. Not insofar as they report to the Commission. They 
could so far as I know report to their stockholders on a different basis. 

Mr. Harpy. I was thinking in terms—maybe I was wrong, I just 
want to be sure, I don’t know what the record will show, but I want 
to be sure I understood correctly—I thought you were talking about 
the rules that the Commission proposes to put in effect in July. I 
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believe the railroads now have an opportunity to submit their reaction 
to those rules, their objections or their approval. 

Mr. Haun. That is right. 

Mr. Harpy. What I understood from what you said, maybe I 
misinterpreted it—that the rules would be put into effect ‘depending 
on whether or not the railroads wanted them. 

Mr. Hann. Oh, no, no. They will be put in effect if the Commis- 
sion so orders. 

Mr. Harpy. Well, I understand that. 

Mr. Haun. The railroads will have a chance to argue the merits 
before the Commission. 

Mr. Harpy. I wanted to be sure we cleared that up. I was under 
the impression that the ICC was being put in the category of being 
a protagonist for the railroads. 

Mr. Haun. No. 

Mr. Harpy. Thank you, that is all, Mr. Chairman. 

Mr. Briarnik. Mr. Plapinger. 

Mr. Prapincer. Mr. Hahn, apparently you feel at least with the 
wealth of material, financial data that is made available by the ICC 
in the railroads’ financial reports, that such literate gentlemen as 
yourself are not misled. 

Mr. Haun. The truth sometimes takes a little time working out. 
We may have to wait for annual reports. Sometimes we have to go 
to the railroad and ask for detail that isn’t in the reports to the Com- 
mission, particularly with respect to Federal income tax accruals, 
because the reasons for these are not spelled out in detail. By that I 
mean that the differences between taxable net income on which the 
tax is based and reported pretax net income are not always spelled 
out. In other words, as I pointed out with respect to Texas and Pacific, 
pretax net income was about $10 million, but the taxable net income 
was about $4 million. 

Now, the difference of $6 million is not always spelled out, and in 
those cases it is necessary for the analyst to go to the railroad and ask 
what caused this difference, and the railroads, in practically all cases, 
are very cooperative in answering the questions. r 

Mr. Prarrncer. Do you feel that any of the present ICC prescribed 
accounting procedures have resulted in declaration of dividends where 
otherwise ‘they should not have been declared ? 

Mr. Haun. Well, that is asking me to look in the mind of 10 or 15 
directors and into the minds of management who have been advising 
them. 

I couldn’t answer that question “Yes” or “No.” I do have some 
feelings about the matter that I couldn’t prove, but directors are 
human, they are not all good accountants. If they see $5 reported as 
net earnings per share, I think some might follow a dividend policy 
that they wouldn’t if the reported earnings were $3 a share. That is 
just my guess, however, I can’t say that for sure. 

Mr. Puaprincer. You are apparently ascribing to the directors a 
degree of sophistication in these matters, somewhat less than that 
of security analysts? 

Mr. Haun. That is true. Not in all cases. I say that because they 
very often come to me and ask me questions. 

Mr. Piarrncer. And the basis 
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Mr. Haun. May [ interrupt ? 

Mr. Piarrncer. Yes, surely. 

Mr. Haun. I think if tax deferment were shown on the balance 
sheet as a liability it might have the effect of making directors more 
cognizant of the necessity of repaying the tax deferment in the future 
under certain conditions, and that might change directors’ dividend 
attitude. 

Mr. Puarincer. But the ICC rules require a footnote at least as of 
the first of this year, with respect to—— 

Mr. Haun. To the form A, that is right. 

Mr. Buarnrx. Mr. Hahn, aren’t these railroads going to have to 
repay these obligations? What do they plan to do in the years when 
all these tax deferrals are not available? 

Mr. Haun. I guess they are mostly now, but there are an awful 
lot of directors, and I don’t know them all by any means. 

Mr. Biarnrx. What will happen with respect to those overstated 
earnings in the future years ? 

Mr. Hann. I don’t know, because there are a lot of matters that 
affect earnings, apart from the tax accruals. But other things being 
equal, and that is very important clause, the earnings will drop— 
the reported earnings will drop, not only by the amount they have 
been swollen, but even more as the deferments are made up. After 
the tax deferment period runs out the railroads will have depreciation 
in their accounts, which depreciation will not be a tax deduction. It 
is conceivable that you might have a situation where zero net income 
was reported, and yet there was a tax. You might have a deficit re- 
sulting from a tax. 

Mr. Piarincer. Do you think this overstatement might be cushioned 
by the new types of rapid depreciation that are now available under 
the 1954 Code? 

Mr. Haun. Temporarily, but that is another form of tax deferment, 
the way the railroads report to the ICC. In the ICC return the rail- 
roads report less depreciation than in their reports to the Internal 
Revenue Service. You are dealing with two sets of books, one for the 
tax collector, and one for the ICC. 

Mr. Praprncer. Is that so unusual ? 

Mr. Hawn. There are usually differences; yes. 

Mr. Puarincer. Even in industrials, aren’t there? 

Mr. Haun. Yes, but if you will notice, if you have looked at the 
relationships of taxes to net income, in these large industrial com- 
panies, you will find taxes pretty well even up with net, when the tax 
is around 50 percent. 

Mr. Puarincer. In your example of the three types of amortization 
in the industrials, is the difference in the industrials because the tax 
writeoff coincides with the book writeoff ? 

Mr. Haun. That isright. The amortization in both accounts is the 
same. They only have one account. 

Mr. Prarincer. Do you feel that the small investor may have been 
misled as a result of these ICC prescribed accounting procedures ? 

Mr. Haun. I do. 

Mr. Puarrincer. Is there any basis for that? 

Mr. Haun. Yes, I talk to customers all the time and they say this 
stock must be cheap, it is earning $10 a share, and then you have to 
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explain away part of that $10 a share. Ten dollars a share makes a 
great impression. I wouldn’t say that stocks sell up fully to reported 
earnings, if the reported earnings are an overstatement, but they tend 
to sell higher than they probably would have, had if not been for that. 
They don’t always stay there, because more and more people become 
informed as the time passes. 

Mr. Priartncer. Would this degree of literacy on the part of the 
large stockholders, and apparent lack of it on the part of the small 
investor, result in the “big fellows” pulling out and the “smaller fel- 
lows” going in possibly, or staying ? 

Mr. Haun. Yes, there are other factors involved, but I would say 
there was some truth in that statement, yes. 

Mr. Buarnik. Are there any other questions? Mrs. Griffiths. 

Mrs. Grirrirus. May I ask you the reverse, is that the situation with 
the investors? That is, those who know, know that the stock is much 
more vulnerable than the dividends seem to make it, is that right? 

Mr. Haun. I wouldn’t say the dividends. 

Mrs. Grirrirus. The earnings reported ? 

Mr. Haun. I think the investor makes allowance for the under- 
statement of earnings if that exists, yes. 

Mrs. Grirrirus. Wouldn’t you think that is sort of a fraud upon the 
present holders to understate the earnings ? 

Mr. Haun. “Fraud” is a pretty strong word—if it is fraud, a lot 
of people would go to jail, but I don’t think they will. 

Mrs. Grirrirus. That is certainly misleading, isn’t it? 

Mr. Hann. I think it is misleading. 

Mrs. Grirrirus. For whose benefit ? 

Mr. Haun. I don’t think it is purposely misleading. 

Mrs. Grirrirus. Why do they do it? 

Mr. Haun. I think a company, let’s take an example of a company 
that has a tremendous capital expenditure ahead of it, and there are 
numerous such companies, and in times of inflation the amounts in- 
volved are very substantial, much greater than they used to be. 

Mrs. GrirriTHs. Yes. 

Mr. Haun. In many cases depreciation of low-cost assets isn’t 
nearly sufficient to take care of improvement, replacement, or expan- 
sion. It is desirable, it might be desirable to have a big cash flow and 
yet not show all that cash flow in net to stockholders to which they 
might like to attach themselves. It gives management another reason 
for maintaining a smaller dividend, perhaps, in view of the capital 
needs by reporting somewhat smaller earnings than they would other- 
wise. There again, you are asking me to look into the people’s 
minds, and it is rather difficult to do that. All I know are the facts, 
really, the whys are something else. 

I would say the necessity for tremendous capital investment could 
be considered a good reason for understatement in reporting earnings. 

Mrs. GrirFirus. You don’t think it is as bad as to overstate earnings? 

Mr. Haun. No. 

Mrs. Grirritus. But overstating the earnings deprives future stock- 
holders, and understating them deprives stockholders today. It is 
just a question of which group of stockholders you are going to take. 

Mr. Haun. There is that situation, in a sense. 

Mr. Mrinswaty. Mr. Chairman. 
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Mr. Biatrnrk. Mr. Minshall. 

Mr. Mrnswauu. I would like to ask the witness if he cares to 
comment on this: 

In analyzing these various railroad stocks, do you take into consid- 
eration the maintenance programs of these various railroads? 

Mr. Haun. To the extent I can. It is not so easy in these days, 
with the tremendous inflation of the dollar, and the tremendous infla- 
tion of wages, on the one hand, and then the mechanization of the 
track, on the other hand. When the dollar is fairly constant, it is 
much easier to have a grasp from the reported earnings; even those 
reported figures don’t always tell you, and the best way would be to 
go out on the line and look at the property. 

Mr. MrinsHatu. Have you ever done that? 

Mr. Hann. Constantly. 

Mr. Minswauu. We had a statement yesterday by witness—Mr. 
Murphy, from the American Institute of Accountants—and he stated 
as follows: “There is a great deal of debate as to what may be the 
proper level of maintenance on railroad right-of-way. The road 
must be kept in such shape that traffic can be handled expeditiously 
with the minimum of accidents.” 

I wonder if you would care to comment on his statement. 

Mr. Hann. Well, it is a fact that there is a lot of stretch in main- 
tenance. If you don’t maintain a piece of property today, it doesn’t 
fall apart tomorrow, something like your automobile, you can defer 
maintenance. I have a lot of ideas as to which railroads are over- 
maintained and which railroads are undermaintained; I am con- 
stantly studying them. 

Sometimes my conclusions on the basis of figures prove to be wrong, 
sometimes they prove to be right. I have had impressions from fig- 
ures that tended in one direction; that is, a well-maintained prop- 
erty, and I went on the line and found it wasn’t well maintained at 
all. Figures can lie. In order to have an understanding, apart from 
looking at the properties, you’ve got to know about a lot of other 
figures just other than the dollar amounts spent. Some railroads are 
better spenders than others, they get more for their dollar. You’ve 
got to see what the degree of mechanization i is, and of course, a great 
deal depends on the past, say, 20 years’ history. 

One railroad may have overmaintained for 5 or 10 years. It may 
not be doing the same amount of work today, but the 10-year history 
or the 20-year history will help to tell the story. One railroad might 
need heavy maintenance much more than another. 

Mr. MinsuHau. Some of these railroads, then, by the lack of proper 
maintenance, might be reflected in their unusual earnings today, would 
it not ? 

Mr. Haun. It could. 

Mr. MinsHauu. Of course, that is misleading to the public in a way, 
because they are going to have to put that back in in the future? 

Mr. Haun. That is what some of the proponents of depreciation 
accounting propose, apart from the economies. 

Mr. Mrinsnat. I have no other questions. 

Mr. Buatnrx. Mr. Meader. 

Mr. Meaper. Mr. Hahn, I believe you testified that you were con- 
cerned with other carrier securities besides railroads. 
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Mr. Haun. Yes. 

Mr. Meaper. Do you know whether other common carrier securities 
are exempt from SEC as the railroads are? 

Mr. Haun. I don’t know much about SEC, because I have been 
dealing primarily with the railroads. I guess the trucks, which are 
regulated by the ICC, are exempt from the SEC. The pipelines 
are not exempt, although I don’t know much about pipelines. The 
airlines, I believe, have to report to the SEC, that is my impression, 
I’m not sure about that. 

Mr. Mraper. Do you have any views on whether railroad securities 
should be subject to SEC regulation ? 

Mr. Haun. I think it is a tougher regulation. I don’t think they 
need it. My own personal opinion would be, if they cleaned up some 
of these matters I personally dislike, they wouldn’t need it. 

Mr. Buatnix. Will you repeat that—which is tougher ? 

Mr. Haun. If they would clear up some of these matters which I 
don’t like, they wouldn’t need any more regulations than they have. 

Mr. Meaper. Your statement was confined primarily, at least the 
bulk of it, to the deferred tax matter ? 

Mr. Haun. That is right; also the matter of raising net income 
by taking losses. But that is pretty well covered in these new regula- 
tions. 

Mr. Meaper. I don’t recall, in listening to your statement, that you 
commented, at least very extensively, on the desirability of the 1CC 
amending its regulations concerning accounting to require the rail- 
roads to conform to generally accepted accounting principles. 

Mr. Haun. I think that would be a good thing. But, mind you, 
I am no accountant, but as an analyst, I think it would be a good thing. 

Mr. Meaper. I don’t recall that you discussed very extensively the 
so-called replacement or betterment method of accounting. 

Mr. Hann. AndI am not going to. [Laughter. | 

Mr. Meaper. I notice in the statement of the witness for the stock 
exchange, Mr. West, that the stock exchange was interested in having 
railroads have their accounts audited by certified public accountants, 
and be given a certificate. Do you have any views on that situation? 

Mr. Haun. I think that is a good thing. Often the Commission 
doesn’t get around to looking at the numbers, for a considerable period 
cf time. In some cases the harm has already been done, if harm is 
involved. 

Mr. Meaper. Mr. Chairman, I wonder if there is anyone here that 
can tell us whether the other common carriers are exempt from SEC 
regulation or not. 

Mr. Jounson. Mr. Emken stated the pipelines are subject to SEC. 
All other carriers, the water carriers, the railroads, the motor carriers, 
are subject to ICC. 

Mr. Biatnix. What about the air carriers, the airlines ? 

Mr. Meaper. Why don’t we have Mr. Emken make a statement, as 
long as he is here. 

Mr. Buarntx. Mr. Emken, could you give us the answer to the ques- 
tion raised yesterday again today ? 

Mr. EMKEN. Well, I’m not sure I know what the question is now. 

Mr. Meaper. Well, the question is, the railroads’ securities are ex- 
empt from SEC regulation; isn’t that correct ? 
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Mr. Emxen. Generally speaking, they have to file proxy state- 
ments with the SEC, but the ICC has complete jurisdiction over the 
issuance of the securities by carriers subject to our jurisdiction, with 
the exception of oil pipe lines and inland and coastal water carriers, 
since there is nothing in the ICC act that covers issuance of securities 
by water carriers and oil pipelines. 

Mr. Meaper. So that means that buses, trucks, and railroad se- 
curities are not subject to SEC regulation ; is that correct ? 

Mr. Emxen. There is one exe eption there, Mr. Meader. Section 214 
of the Interstate Commerce Act exempts motor carriers from our 
authority if the par value of the securities to be issued, together with 
the par value of the securities then outstanding, does not exceed 
$1 million; so if they issue securities under that exemption they 
would be subject to the SEC, provided, of course, that the amount of 
the securities to be issued exceeds $300,000, and the securities are to 
be offered for public sale. 

Mr. Meaver. Do you happen to know whether that is true of the 
airlines ¢ 

Mr. Emxen. No, I don’t. 

Mr. Brarntx. Are there any other questions? 

Mr. Hardy. 

Mr. Harpy. I have one other question. 

Mr. Meader raised a question about the replacement method of ac- 
counting, and Mr. Hahn indicated some reticence to discuss that par- 
ticular argument about the method of handling track depreciation. 
I would just like to ask you this question : 

In your work as an analyst, do you find that there is any appreciable 
difficulty created because of the manner in which the depreciation 
is handled on track? 

Mr. Haun. This matter is a very highly complicated matter. 

Mr. Harpy. I am not talking about dise ‘ussing the merits of either 
procedure, I am trying to determine whether-—— 

Mr. Hany. I think it would simplify my work. 

Mr. Harpy. If it were handled on a basis of generally accepted ac- 
counting practices ? 

Mr. Haun. I think it would simplify my work. 

Mr. Harpy. Well, do you find that your analysis is likely to contain 
a greater eleme - of error because of the present method ? 

“Mr. Haun. No. There is so much error in it now that 

| Laughter. . 

Mr. Biarntk. Any further questions? 

Thank you very much, Mr. Hahn. 

Mr. Haun. You are welcome. 

Mr. Biarnik. Our next and final witness for this morning is Mr. 
Pierre R. Bretey, securities analyst, with Hayden, Stone & Co., a 
member firm of the New York Stock Exchange. 

Mr. Bretey, I notice you have a prepared statement to read. 

Mr. Brerey. I do, sir. 

Mr. Buarnik. For the benefit of the record, will you give a pre- 
liminary statement of your background? Identify yourself and your 
organization. 
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STATEMENT OF PIERRE BRETEY, OF HAYDEN, STONE & CO., 
NEW YORK, N. Y. 


Mr. Brerey. My name is Pierre Bretey. I am a partner of the in- 
vestment banking firm of Hayden, Stone & Co., members of the New 
York Stock Exchange. I am their railroad security analyst. I h: ave 
been analyzing railroad securities for a number of years, probably in 
excess of 30 years. 

Mr. Buatrk. Please proceed with your statement. 

Mr. Brerey. In some financial circles, it has been generally believed 
that certain accounting peculiarities or vagaries, pathdiniilly tax de- 
ferrals arising from amortization of defense facilities and replacement 
instead of depreciation accounting on roadway, have adversely af- 
fected railroad credit, that such vagaries are responsible for overstat- 
ing the true earnings of individual railroads and, as a consequence, 
the so-called small or unsophisticated investor has been deliberately 
deceived. 

These criticisms have been leveled at the Interstate Commerce Com- 
mission’s accounting practices used by railroads for a period of over 
50 years (well in advance of enactment, in 1913, of the sixteenth 
amendment imposing Federal income taxes on our citizenry), and 
despite a continuity of accounting uniformities not available in any 
other segment in industry. It may even be questioned whether the 
so-called. unsophisticated investor has been deceived by reason of 
absence of necessary data. Truth to tell, the investor—small and large 
alike—has available to him more statistical data, and furnished more 
frequently (monthly) than is the case of any other group of companies 
with the sole exception of the electric utilities. Because of the wealth 
of detailed information, the investor in rail securities is actually in far 
better position to judge investment values than is suggested by the 
criticisms implied by critics of railroad accounting procedures. To 
illustrate the acceptance of this point in academic circles, I invite your 
attention to Graham and Dodd’s Security Analysis (1951 edition) 
where it is said at page 60: 

The amount of material available varies to an extraordinary degree when the 
entire body of quoted securities is surveyed. At one extreme we have unlisted 
issues which are subject to no regulatory controls, and for which the published 
data can range from a complete story down to literally nothing at all. At the 
other extreme we have the class I railroads, which include all lines of any 
importance. These file monthly with the ICC a large eight-page form that 
presents statistics in the greatest profusion about nearly every phase of their 
physical operations and finances. In addition they supply weekly figures of 
cars loaded on their lines and received from connections. 

The small or unsophisticated investor should not minimize the 
importance of these accounting uniformities, imposed by the regula- 
tory authorities upon such regulated industries as railroads and 
utilities. 

The National Federation of Financial Analysts Societies annual 
report 1953-54, page 37, stated : 


Even in the aircraft manufacturing industry, there is probably a greater degree 
of uniformity in income accounting and balance-sheet presentations to share- 
holders than in practically any other industrial category. This appears due in 
large part to the uniform accounting system required by Government agencies 
with whom all companies reviewed do business. 
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Even where some deviation exists in railroad accounting, such as 
authorized by the Commission to permit tax savings arising from 
emergency amortization to be credited to earnings, the situation is not 
as serious as emphasized in many quarters, even by analysts themselves. 
For granting that railroad X may well “distort” its earnings of $5 
per share by $1.50 representing tax “deferrals,” may not such “defer- 
rals” be cushioned by a change in tax policies including a reduction in 
the corporate tax rate from 52 percent to somewhat lower rates, and by 
changes in depreciation schedules or even under adverse circumstances, 
by reduced earnings? 

Surely any changes in types of equipment purchased, such as 
“adapto-freight” interchangeable units developed for use by the 
Rock Island, merchandise containers built especially for the Missouri- 
Pacific or the proposed new units to be used by the New York Central, 
may well result in changes in depreciation deductions. Should rail- 
roads write off such equipment in 10 years as compared with a 28- 
year period previously imposed by the Commission and the Treasury, 
and should the railroads, as now seem likely for reasons of obsolescence, 
scrap their diesel locomotives within a period of 12 years, a period well 
within any previous schedules set up—a policy now being followed by 
several carriers—then such changes reflecting ine reased depreciation 
charges will serve to cushion those abnormal declines in eat nings which 
otherwise would follow the period of termination of accelerated 
amortization benefits. 

Also of importance to railroads to cushion this anticipated decline 
in earnings is the change in depreciation schedules authorized when 
the tax code was revised several years ago. If, under this new code, 
a railroad chooses to depreci ats its property in 10 years, using the 
sums of the digits method, 72.72 percent of the cost of such equip- 
ment will be written off in 5 years; if a 15-year schedule is used, 54.17 
percent of such cost will be written off over a 5-year period. Surely 
such depreciation schedules, as compared with those previously in 
force—20 years for diesel locomotives, 25 years for diesel switchers, and 
28 years for freight cars—will serve to cushion any anticipated de- 
cline in earnings by reason of the termination of accelerated amortiza- 
tion credits. 

However, it should again be emphasized that the importance of ac- 
counting uniformity should not be minimized. This is particularly 
true in considering such a drastic proposal to substitute replacement 
accounting in track by depreciation accounting. Far from deceiving 
or misleading the investor in railroad shares, this accounting treatment 
clearly portrays a financial actuality and were a change, as proposed, 
initiated, the final results, in that a 60-year consistency of method 
would be altered, would be one of greater confusion. At all costs, it 
would seem desirable to maintain a treatment approved by both the 
Interstate Commerce Commission and the tax authorities over so long 
a period. That the pattern of accounting uniformity established over 
a 60-year period should be maintained is suggested by comparing 
railroad accounting procedures with those in other fields. As a mat- 
ter of fact, certain accounting practices employed by industrial com- 
panies are so complicated as to befuddle the unsophisticated investor, 
and even the sophisticated investor 1s forced into making adjustments 
far more numerous and complex than in the case of deducting from 
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railroad earnings as reported tax “deferrals.” Illustrations of lack of 
uniformity abound, but a few will suffice. 

Coppers: Most copper companies, including Anaconda and Kenne- 
cott, report net income before depletion. In fact, depletion is not 
segregated, nor even divulged to analysts or to professional investors. 
As a consequence, the sophisticated and unsophisticated investor alike 
is reduced to a common denominator in that earnings statements are 
not subject to complete interpretation. It has the effect of making 
comparisons difficult between individual companies; that is, individual 
copper companies. 

Oils: Considerable confusion exists in analyzing reports of leading 
oil companies. The industr y is afforded special tax considerations i in 
being able to charge off 2714 percent annually for depletion, and in 
being able also to write off sions 65 percent of intangible dr illing costs. 
Yet, when reporting to stockholders, the majority of these oil com- 
panies capitalize such intangible drilling costs and thus distort to a 
considerable extent earnings as reported. In those instances where 
companies write off these intangibles (e. g. Continental Oil) effective 
comparisons are rendered almost meaningless except to unusually 
capable professional analysts. 

Airlines: For tax purposes, airlines are permitted to write off their 
equipment over a 5-year period. Most companies, however, follow the 
practice in repor ting to stockholders, of writing off the e j!ipment over 
a period of 7 years, although Eastern Air lines writes off its equipment 
over a 4-year period. 

Additionally, certificates of necessity granted to industry have 
tended to produce further distortions in many company reports. Some 
companies write off depreciation charges in the year taken as a tax 
deduction, whereas others charge off that portion which would nor- 
mally be charged off, setting up a tax reserve as an offset. 

Most managements will furnish some measure of statistical data in 
their reports to allow the sophisticated investor to make proper adjust- 
ments, although admittedly a small minority of company managements 
still refuse to divulge any information whatsoever to make possible 
intelligent adjustments. 

Criticisms leveled by the National Federation of Financial Analysts 
Societies—in their overl: apping report for the year 1954 -55—suggest 
additional difficulties for the investor. On page 42, it is stated: 

Abbot Laboratories gives little hint as to the relative importance of its different 
products groups, omits the volume of foreign sales and amount of research ex- 
penditures, and does not discuss price changes, while Pfizer does not list the 


amount of its capital expenditures and omits comments on management and 
personne! relations, 


and on page 38: 


Finance companies should indicate the basis of prior deductions and the subse- 
quent setting up of unearned income on their balance sheets. At the time the 
contract is written, for instance, are loss reserves charged against the gross 
service charge or are these reserves accumulated by monthly appropriation from 
the gross service charges? Are dealers’ credit balances deducted and, more im- 
portant, are the acquisition costs which are incurred in writing the contract also 
deducted from the gross service charge at the time the contract is written? 


and again on page 31: 


Federated reported a very Sharp increase in the pre-tax margin (incidentally, 
Federated is one of the few companies to calculate the margin and show this very 
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important figure as a “highlight”) but has only the vaguest explanation for it. 
Was Fedway responsible? How were costs reduced? Were markups higher? 
Were there special areas of improvements? 


Marshall Field for the first time in some years disclosed its rent obligation 
under long-term leases. 


Montgomery Ward said not a word about the sharp sales decline. 

Sears, Roebuck: The special section this year on the Allstate insurance com- 
panies, was most welcome, and could have been improved with greater earnings 
detail. Sears is to be commended for emphasizing the comparison of operating 
earnings before “unusual items such as $13,122,025 profit realized on the sale of 
securities,’ but it is unfortunate that the above quotation constitutes the entire 
disclosure with reference to such profits or $514 million of additional “other” in- 
come. Sears had several worthwhile additions, including a report on its equity 
in the earnings of Latin American subsidiaries and of Simpsons-Sears Ltd. 

W. T. Grant reported sales on a comparable store basis (a highly recommended 
procedure) and then went further, indicating earnings on a comparable store 
basis. 


Woolworth added to “highlights” the earnings per share—a rather peculiar 
omission from that section in prior years—and quoted the British subsidiary’s 
figures in dollars instead of pounds sterling. On the adverse side, Woolworth 
emphasizes comparative earnings before special deductions for 1954, but not 
before the special credit. Complete and accurate information is given on this, 
but the casual reader might get an erroneous impression. 

These illustrations will serve to emphasize the lack of uniformity in 
accounting treatment of individual industries as well as of individual 
industrial companies, Such lack of uniformity is in marked contrast 
to that followed by the railroads under imposed ICC accounting pro- 
cedures. This consequent investor befuddlement does not stop, how- 
ever, with the illustrations given. For in entering into the maze of 
accounting interpretations in endeavoring to evaluate whether or not 
market prices in the fascinating field of “growth stocks” are reason- 
able, the investor is truly confused. 

For in attempting to value “growth stocks,” what does the investor 
find? Confusion confounded, since it is only in the financial districts 
of the country that earnings are capitalized at differing price-earnings 
ratios, in part reflecting the intangible factor of growth. Rare metal, 
atomic energy, and electronic stocks are among those selling at from 
20 times to 30 times earnings, whereas the more lacklustre equities of 
industries lacking appreciable growth qualifications, such as railroads 
and most merchandising shares, sell at a nominal 6 times to 10 times 
earnings. 

Accomp: inying the financial district’s liberal earnings appraisal of 
growth equities has arisen the relatively recent concept of cash flow— 
i. e. earnings plus cash derived from depreciation accounts. Interna- 
tional Business Machines, probably the greatest “growth stock” of the 
past several decades, is selling at almost 40 times 1956 earnings of 
$13.10 per share, and at 15.61 times cash flow of $33.30 per share. 

Dow Chemical, likewise an important growth stock purchased by 
yirtu ally all institutions as a quality issue, is selling at slightly over 

5 times 1956 earnings of $2.34 per share and at 11.29 times cash flow 
5 $5.31 per share. 

Foote Minerals, a small and lesser known “growth stock,” which in 
the past decade has enjoyed a phenomenal rise in price, is selling at 
23.68 times 1956 e: irnings of $1.90 per share and at 11.14 times cash 
flow of $4.04 per share. 

Should such emphasis be laid on cash flow by either investors or 
analysts? For adjustments must also be made in differentiating be- 
tween normal depreciation—truly an operating charge—-and acceler- 
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ated amortization, which differentiation must of necessity distort final 
results. Surely this is scarcely a field in which the unsophisticated 
investor may wander without ultimate financial danger. 

These examples have been furnished to suggest that it is not the 
unsophisticated investor alone “‘who walketh in darkness through in- 
dustrial corridors,” so to speak. As compared with uniform railroad 
accounts, the problem of the investor attempting to evaluate the invest- 
ment worth of industrial shares is indeed a herculean task. 

One further observation might be made. In industrial reports, de- 
tails of sales are rarely divulged, even in the detailed 10 K reports filed 
with the SEC. Equally important, profit margins are not disclosed. 
On the other hand, rails do furnish a detailed breakdown of gross reve- 
nues even by commodities hauled—and overall profits are easily com- 
puted from the data furnished. 

In comparing certain accounting peculiarities of industrial com- 
panies with those of the class I railroads, one may conclude that such 
distortions as do appear in railroad accounts are relatively minor and 
that they do not adversely affect railroad credit. Contrariwise, these 
account procedures prescribed by the ICC over such a long period, 

rimarily because of the accounting continuity, actually prov ide major 
aden to investors and analysts alike. Surely such advantages of 
continuity should not be thrown overboard for a substitute of doubt- 
ful value. 

Tn concluding, it may properly be pointed out that the investor in 
railroad shares—whether sophisticated or unsophisticated—has been 
far more adversely affected by the failure of the Commission to an- 
thorize rate increases immediately following wage increases, than by 
any accounting vagaries. Such failure has cost the industry some 
$2 billion of net income since V-J day. Almost equally harmful to 
the investor have been numerous adverse “umbrella” rate decisions, 
as well as the failure of Congress to impose user charges on the rail- 
roads’ principal subsidized competitors, trucks, barges, and airlines. 

Thank you, Mr. Blatnik. 

Mr. Brarnix. Thank you, Mr. Bretey. Your emphasis is on the 
advantages of continuity in the railroad accounting procedures as 
prescribed by the Commission, yet the witness just “preceding you, 
Mr. Hahn, said he had to keep two and even three sets of books to try 
to determine what the true earnings were. 

Now, are you implying that because of the continuity that we must 
overlook any errors or deficiencies or any distorted financial picture 
which the system gives, as long as it is consistent? In other words, 
you don’t object to your friend being late for an appointment, as long 
as he is consistently late and you expect it, but if he fools you and 
comes on time sometime you don’t known w here you stand. 

You state later on these deficiencies are minor in comparison to the 
need and the advantage of the continuity of the procedure that has 
come under quite some serious criticism. 

Mr. Brerry. Let me explain my position, Mr. Chairman, by saying 
that in the first place I rather bemoan the fact that the Commission, 
just as Mr. Arpaia did yesterday, set up this deferred accounting 
credit and overstated earnings, for the reason that Mr. Hahn properly 
brought out, that in all too many instances the earnings are overstated, 
the dividends are paid on the basis of the reported earnings, or the 








NS VSw~ OY" 


Ow 


RAILROAD ACCOUNTING PROCEDURES 65 


stockholders expect the dividends to be paid on those overstated earn- 
ings, therefore the financial position of the railroads is consequently 
weakened. 

I say these distortions are relatively minor, largely because of the 
fact that if there are some railroads today which are scrapping their 
diesels in 12 years, and if new types of railroad equipment are pur- 
chased by the railroads, and on a large scale between now and the 
period of expiration of the emergency amortization, which may be in 
1959 or 1960 or 1961, during that entire period amounts accruing on 
deprec iation through the sum of the digits method effects earnings 
favorably, far differently than would have been the case if the tax 
law hadn’t been changed, or if new types of equipment hadn’t been 
available. 

That is my point. And that is why I say it is relatively ants 
In other words, this railroad that I mentioned, railroad X, with $ 

earnings of reported earnings, or if properly adjusted for the or 
erated amortization, only $3.50, the earnings of this road are not going 
to reach $3.50 following the expiration of amortization, charges the 
cushion of some of the digits method should maintain their earnings 
at least at the $4 rate and maybe a little higher. And from the point 
of view of the small investor, he has Mr. Hahn’s figures to study, 
and he stated, Mr. Hahn has been making these figures public for 
years, and if the small investor is ignorant on this point, he just has 
been lax in obtaining information which is available in all of the finan- 
cial services. Standard and Poor’s, for instance, have published actual 
figures showing the effect of these amortization charges, and these 
financial services are available in every brokerage house, including 
branch offices, throughout the country. 

Certainly, if a man has 100 shares of Rock Island, he ought to look 
up what the services say about it occasionally, since he has that same 
$3,500 investment in that stock. 

Mr. Biatntx. You state, Mr. Bretey, that the investor has more 
statistical data furnished to him by the railroads through the ICC than 
any other companies with the exception of the electric utilities. 

Mr. Brerey. I think the railroads furnish far more financial data 
than do the utility companies. 

Mr. Biarnik. Do you mean it is more accurate and correct infor- 
mation that is available through the SEC, on other industries? 

Mr. Brerey. In contrast to the 10 K reports, which are not distrib- 
uted to the individual firms, but which are iocated at the SEC offices 
where it is necessary to go to see and examine them, the analyst can 
publish a form A railroad report by paying $7.50 or $10, or if you hap- 
pen to know a financial officer of a railroad pretty well, he might give 
it to you for nothing. At least you have the form A report av: vilable 
in your own office to refer to if you so wish. There isn’t very much 
information you don’t want to obtain that isn’t in the form A. It is 
probably the most complete financial report available to the analyst. 
Additionally in some of the annual reports of the railroads there is a 
supplementary statistical section provided, nothing but statistics be 
stated, where no one except the security analyst looks at it. He too 
has this data in his office, not in an SEC office which may be located 
far away. 
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Mr. Buiarnix. Is it your contention, or your opinion, Mr. Bretey, 
because of the uniformity and continuity of the railroad accounting 
procedures, that the investors do have a more accurate picture? 

Mr. Brerey. Yes. In other words, when you change the accounting 
system, if an individual is going to refer back for a 10- or 20-year rec- 
ord, it will distort the record considerably. 

Mr. Biatnix. Does that mean that the ICC records are more accu- 
rate, then, than the financial and statistical data available from SEC, 
in view of all these illustrations of the lack of uniformity ¢ 

Mr. Brerry. Again, the word “accurate” is a very peculiar word 
to use in accounting phraseology. The figures are accurate, but it is 
a matter of interpretation. Mr. Hahn was talking about the problems. 
Just to conclude from an analysis of locomotive costs that we are 
charging 6 percent of gross for that purpose maintains its locomotives 
more efficiently than another railroad charging 5 or 51% percent of 
gross, may be inaccurate. Personal observation | through an examina- 
tion of the locomotives the mselves may be needed for a proper con- 
clusion. In other words the figures themselves are accurate, but some- 
times there are a great deal of distortions, due to certain factors. 

If you know, for instance, that a ‘ailroad is putting through 3 
thousand or 5 thousand cars through the shop to undergo major re- 
pairs, maintenance of equipment figures will of necessity “be distorted 
for that year. 

Mr. Biarnix. Mr. Plapinger. 

Mr. Prarincer. Mr. Bretey, you say that these purchases of new 
equipment might cushion the “abnormal decline” in earnings that is 
your expression, which would otherwise follow in the postamorti- 

zation period. 

What would be the effect, for instance, if the deferred tax reserves 
were set up with respect to the amortization period on earnings during 
the postamortization period ¢ 

Mr. Brerry. Well, had you had a tax reserve during this period, 
and also for the subsequent period, then you would have the results 
from the second period offsetting the first period with a consequent 
standoff. 

Mr. Praprtncer. Instead of cushioning, you would have more cash 
as a result of the depreciation ? 

Mr. Brerey. Right; but the most important thing I think from the 
security analyst’s point of view, obviously we can’t overlook earnings, 
but I think the fact cash flow is the most important thing, at least 
that is the one fact I use more than anything else. I don’t bother with 
reported earnings too much, except the psychological effect upon the 
client. I am interested in the cash flow, because the cash flow alone—— 

Mr. Praprincer. What does “cash flow” mean, Mr. Bretey ? 

Mr. Bretrey. Well, in railro: si it would be essentially the difference 
between depreciation on roadway and equipment, and current maturi- 
ties, plus cash sale of scrap, plus surplus cash items from the sale of 
properties, less adjustments of a capital nature. 

That will give you an idea of how much cash there is available 
in the event that a railroad has a capital program of $50 million 
planned, or if a railroad’s capital program is pretty nearly completed, 
it will give the investor an approximate amount of cash available for 
distribution in dividends, or for retirement of debt, as the case may 
be. And the consequent total should also be interpreted in terms of 
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capital structure. If a railroad has a conservative capital structure 
like the Santa Fe, for instance, and if a railroad, despite the previous 
issuance of a large amount of noncallable bonds, has a plan to retire 
them in the open market through voluntary purchases, and if no equip- 
ment debt is outstanding, cash flow from ‘depreciation accounts of $32 
or $33 million, are then available for capital funds. The overall cash 
flow is significant in determining future dividend policies. 

Mr. Piarincer. You also refer to a further cushion in the acceler- 
ated deprication method available under the 1954 code with respect 
to freight cars and diesel locomotives and diesel switchers. In view 
of the fact that we have just passed through this period of rapid 
amortization, do you look for large purchases of these items in the 
post-amortization period ? 

Mr. Brerery. One railroad which had a tax credit for amortization 
of about $1.75 per share in 1956, and will have about $1.30 this year, 
tells me that by employing the sum of the digits method, or the de- 
clining method, I forget which one, 80 cents per share from that source 
will be available when this r: ailroad’s amortization credits cease in 
1961. Soacushion of 80 cents per share will have built up by this rail- 
road within a period of 4 years. 

Mr. Prarrncer. That is cumulative? 

Mr. Brerey. That is what it will amount to then under the sum of 
the digits. The question of how much that will be, will be largely on 
the Commission’s or the Treasury’s decision or both—a decision which 
must soon be forthcoming—as to what rate of depreciation will be al- 
lowed on future equipment purchases. If the railroads state that the 
new equipment will only last 10 years, that this new equipment is not 
going to be repaired but will be scrapped, and if diesels were to be 
Sc rapped universally by all railroads within 12 years, and correspond- 
ing new purchases made, then the depreciation schedule, of the entire 
industry may be changed so that the sum of the digits depreciation 
would then apply within a 10- or 15- year period, thus greatly acceler- 
ating the cash flow available. 

Mr. Prartncer. You refer to the ch: ange, or the suggested change 
from the replacement method of accounting to the depreciation method 
of accounting. 

Do you know whether there has been any significant effect upon the 
securities of Canadian railways? Is there only one listed Canadian 
railway security, Canadian Pacific ? 

Mr. Brerey. Yes. 

Mr. Puiarrncer. Is there any significant change as a result of the 
switch-over ? 

Mr. Brerey. No; I am afraid there won’t be any significant change 
in Canadian Pacific until their legislators allow the Crows Pass agree- 
ment of 1898, whereby grain rates are still those of 1898, to be nullified 
so that a car of wheat from Calgary to Montreal may provide $600 
in revenues per car instead of $100 per car as at present. Until that 
unfair agreement is nullified earnings from its railroad investment will 
cireumscribe Canadian Pacific. More important to CPR is the trend 
of zine and lead prices since they own a 51 percent interest in Cominco 
(Consolidated Mining & Smelting Co. a. and, of course, the trend of 

earnings from oil, which last year ‘amounted to 75 cents per CPR com- 
mon share. Other investments, hotels, shipping, airplanes and tele- 
graph are relatively minor in the overall picture of the CPR. 
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Mr. Piarincer. You referred to the write-off of equipment by the 
airplane companies for tax purposes over a 5-year period, and 7 years 
for book purposes. 

Mr. Brerey. Yes, sir. 

Mr. Puartncer. Is there any reserve maintained for the difference 
by way of deferred tax reserves? 

Mr. Brerey. That I do not know, sir. 

Mr. Prartnerr. You also refer on page 4 of your statement to 
the fact that certificates of necessity result in varying accounting 
treatment, and that some companies write off depreciation charges for 
tax and book purposes, while others charge off a portion that would 
normally be charged off and set off a tax reserve. 

How widespre: ad do you think the simultaneous tax and book write- 
off is? 

Mr. Brerey. I wouldn’t know, sir. That section of my paper was 
prepared by members of our research department who are much more 
familiar with these individual segments of industry. In other words, 
I went to those who analyze airlines, oils, and coppers, and said “I 
want a paragraph of criticisms of ac counting methods used by com- 
panies in each of your fields.” They came up with the illustrations 
furnished. I wouldn’t know the answer. 

Mr. Piapincer. I was interested, because in reading through the 
pe Deer of Accounting Researc h Bulletins (No. 43) “of the Ameri- 

‘an Institute of Accountants, the portion on depreciation states at 
pee 76— 
that from an accounting standpoint there is nothing inherent in the nature of 
emergency facilities which requires the depreciation or amortization of their 
costs for financial purposes over either a shorter or a longer period than would 
be proper if no certificate of necessity had been issued. 

Estimates of the probable useful life of the facilities by those less informed 
in the matter may indicate a shorter or a longer life than the statutory 6-month 
period over which the certified portion of the costs are deductible for income- 
tax purposes, indicating unless it is strictly for defense purposes, or strictly 
for the 5-year period, it would be carried, normally carried forward over the en- 
tire period. 

Mr. Brerey. All I can say is, one company with which I am rather 
closely associated, received a nuclear contract from the AEC not too 
long ago, and out of the $47 a pound contract price, the AEC will 
allow for purposes of depreciation $7.71 per pound each year for each 
of the next 5 years. This consequent cash flow is to be used to pay 
off a $4 million credit obtained from two banks which funds were 
necessary to finance the new facilities wherewith to manufacture 
nuclear grade metal. 

Mr. Briarnrk. Any other questions? 

Mr. Harpy. No. 

Mr. Brarntx. Thank you very much, Mr. Bretey. 

Mr. Brerey. Thank you for your courtesy, Mr. Chairman. 

Mr. Buarnix. We appreciate your very well-stated testimony this 
morning. 

Tomorrow morning we will have Mr. Leonard Spacek, of Arthur 
Andersen Co., at 10 o’clock in the morning. 

If there are no further questions, the meeting is adjourned for this 
morning. 

(W hereupon, at 11:50 a. m., the subcommittee adjourned until 10 
a.m., Thursday, May 2, 1957.) 
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(Prescribed by the Interstate Commerce Commission) 


THURSDAY, MAY 2, 1957 


House or REPRESENTATIVES, 
SUBCOMMITTEE ON LEGAL AND Monetary AFFAIRS, 
OF THE COMMITTEE ON GOVERNMENT OPERATIONS, 
Washington, D. C. 

The subcommittee met, pursuant to notice, at 10 a. m., in room 
1501-B, New House Office Building, Hon. John A. Blatnik, chairman 
of the subcommittee, presiding. 

Members present: John A. Blatnik, Joe M. Kilgore, Martha W. 
Griffiths, Overton Brooks, and H. Allen Smith. 

Also present: Jerome 8. Plapinger, counsel; Curtis Johnson, staff 
director; and Elizabeth D. Heater, clerk. 

Mr. BuatntK. The Legal and Monetary Affairs Subcommittee of the 
House Government Operations Committee will please come to order 
for further consideration of the matter of railroad accounting pro- 
cedures prescribed by the Interstate Commerce Commission. 

Our witness this morning is Mr. Leonard Spacek, managing partner 
of Arthur Andersen & Co., who will testify on the accounting and finan- 
cial reporting of railroads. 

Mr. Spacek, we are pleased to have you this morning with this very 
impressive statement which you have prepared and submitted to the 
committee in advance. I notice your exceptionally well laid-out state- 
ment, is about 80 pages, exclusive of appendixes. 

Mr. Spacek, we want to abide by your wishes, but may I suggest you 
follow the order of your presentation, and those highhghts that have 
been covered or are self-evident you will merely refer to, where possible 
in oral summary, and where necessary you read the exact text. Use 
your own judgment, but I do suggest we follow the order of the 
presentation you have so well outlined here. Is that satisfactory ? 

Mr. Spacek. That will be very satisfactory, Mr. Chairman. 

Mr. Biatnix. Will you please proceed, Mr. Spacek ? 


STATEMENT OF LEONARD SPACEK, MANAGING PARTNER, ARTHUR 
ANDERSEN & CO. 


Mr. Spacek. I assume, Mr. Chairman, from those remarks, that I 
may submit my entire statement and it will be a part of the record as 
submitted. 

Mr. Buarnix. Without objection, the complete statement and the 
appendixes, and any exhibits you may have, which you have sent here 
to the committee, will be inserted in the record. 
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(See appendix, exhibit 6, p. 155.) 

Mr. Spacex. Since I will not be explaining in detail the appendixes, 
I would like to list those before I proceed to cover orally the high spots 
of my statement. 

Appendix A represents a reproduction of the replacement account- 
ing studies of the Association of American Railroads and the Inter- 
state Commerce Commission, subject 424. 

Appendix B is a quotation on depreciation accounting from the uni- 
form system of accounts of the United States and Canada for rail- 
roads. 

Appendix C includes quotations from the stockholders’ reports of 
the Canadian National Railways, and the Canadian Pacific Railway 
Co. 

Appendix D includes quotations regarding replacement accounting 
in the report of Riddell, Stead, Graham & Hutchison, who advised the 
equivalent of the railroad commission in Canada. 

Appendix EF is the Interstate Commerce Commission orders regard- 
ing reserves for deferred maintenance. 

‘Appendix F represents a reproduction of the report on deferred 
replacements which was a study by the Interstate Commerce Commis- 
sion in 1953. 

Appendix G represents quotations from the National Association 
of Railroad and Utilities Commissioners report on depreciation. 

Appendixes H to L include quotations from the Federal Power 
Commission and certain court decisions regarding the depreciation of 
long-lived property. 

The subjects covered by my testimony and contained in my state- 
ment, which has now been submitted in the record, cover four different 
groups of adjustments. 

The first are miscellaneous adjustments and procedures involving 
tax allocations, and with respect to this classification of items the Inter- 
state Commerce Commission has recently, April 12, 1957, issued a no- 
tice of proposed rulemaking covering all of these items. 

I have no comment to offer with respect to that proposed notice of 
rulemaking, except to say that the sooner that it is adopted, the better, 
and it isalready a generation late. 

It is well stated, and outside of minor comments I can not see that 
there is anything that should be adjusted. It should be made effec- 
tive as soon as possible. 

The second class of items represents the tax deferment resulting 
from the amortization of war facilities, generally known as section 
168, deferment of taxes, or amortization of war facilities. 

T have shown in my prepared statement on page 14, table 1, the ef- 
fect on the net profits of the railroads of not providing for the deferred 
taxes that have arisen from the amortization of war facilities for tax. 
purposes, and a continuation of providing depreciation on the books 
on a straight-line basis. You will note from the last two columns 
on that page, table 1, that the average overstatement between 1954 and 
1955 runs from the neighborhood of 23 to 30 percent. Some of the 
overstatements run over 100 percent. 

I don’t think I need to comment too much with respect to the tech- 
nical phases of this item. It was covered by the American Institute 
report which Mr. Murphy read to this committee last Tuesday. There 
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certainly is no significant disagreement in accounting and financial 
circles that this tax deferment should be provided for in the accounts, 
and that if it is not provided for, the accounts are misstated. 

The American Institute committee recommended that a reserve be 
provided. Insofar as I understand, the Interstate Commerce Com- 
mission agrees that an overstatement of income has resulted. 

A few days ago the Interstate Commerce Commission issued a re- 
quirement that this tax deferment in each year and cumulatively be 
reported in the financial statements, to wit, by each of the railroads. 
This is a half-measure. It also requires that this deficiency in the 
earnings statement and the financial statements of the railroads be 
disclosed in press releases, and so forth. 

One of the reasons why it is not made effective in the accounts, as 
I understand it, is because of the confusion that will result. 

I would like to say it is a small confusion as compared to what con- 
fusion is going to result in the future from the procedure adopted by 
the ICC. 

Railroad earnings are submitted and stated in the press on a monthly 
basis, and to try to explain those statements in terms of how much tax 
deferment applies in each month and cumulative periods will be more 
confusing than it has been in the past. This is particularly true, since 
it will also require the press releases and the railroads’ reports to 
explain the effect of the rules which it is proposed to adopt by reason 
of the notice of the April 12 date. So therefore, it seems to me, the 
Interstate Commerce Commission, while recognizing the problem, has 
not answered the problem from the point of view of the public or the 
fact that the statements will continue to be misleading. There is no 
justification in accounting, or any other basis, for not recording this 
tax deferment in the books of account. 

It is a required practice in any other line of business. 

Disclosure, in itself, while helpful to the technician, is not helpful to 
the casual reader or the small investor. I find no basis, and cannot 
agree at all, with the Commission’s attitude that confusion would result 
if the accounting were properly recorded on the railroads’ books. 

The third area of accounting divergency, which I think needs par- 
ticular emphasis, is the tax deferment now arising out of accelerated 
methods of depreciation. This is different than the tax deferment 
resulting from war facilities. 

So far as I know, the Interstate Commerce Commission has done 
nothing to provide for the correct accounting of this tax deferment. 
Just tosummarize, here is the way the financial reports of the railroads 
will appear, assuming that the Commission goes ahead with the 
order—I mean its notice of rulemaking of April 12, its footnoting of 
deferred taxes on war facilities, and with no requirement with respect 
to deferment of taxes under section 167. The reader will be required 
to consider the change in accounting reports, because of the accounting 
changes that will be adopted and recorded on the books. The reader 
will be required to give effect to the bookkeeping results that are shown 
in the footnote on war facilities. And three, he will be left wandering 
around trying to find out what the result is on deferment of taxes as a 
result of accelerated depreciation, because there is no requirement on 
that. 
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Furthermore, let me say this: As I understand the Interstate Com- 
merce Commission’s views, if they had an opportunity to do over the 
prescribing of accounting for war fac ‘ilities, they would probably have 
provided a reserve back in 1951, as they should have done. And one 
reason for not changing it is because they didn’t issue the correct orders 
at the beginning. 

Now, under section 167, when we have deferment of taxes, in all 
respects, the same as war facilities, the Commission has a chance to 
start the correct accounting now. It is just the beginning. It has 
only been in effect a year or so, I think it was 3 years ago it became 
effective, but the actual tax deferment didn’t really start until last year, 
and it has a chance to adopt a correct accounting now and avoid this 
same kind of a situation a few years from today. If they adopt the 
right accounting now in the beginning, they will not have confusion. 

On page 22 of my prepared statement, as shown on table 4, I have 
listed a great many of the orders issued by regulatory commissions 
all over the United States which set a very complete precedent for 
the Interstate Commerce Commission to act on this point and pre- 
scribe an accounting for the deferred taxes that is presently taking 
place and will take place to a greater degree in the future. 

I don’t think I need to argue this point any further. I only empha- 
size it because it seems that from the point of view of the Interstate 
Commerce Commission’s position, there is no distinction between the 
tax deferment of section 168, for which they feel that a correction 
would now cause confusion, and tax deferment under section 167, 
which is just starting, and for which no confusion should result. 

I have covered, therefore, in these comments, the three areas in which 
I find the accounting profession rather united as to what correct ac- 
counting should be. The remaining area of accounting is that of 
betterment accounting, including its relationship to depreci iation ac- 
counting. In this respect, since my testimony in the executive session, 
and since my address in the Milwaukee speech, where I called atten- 
tion to the errors of this method of accounting, the Interstate Com- 
merce Commission has issued a notice of proposed rule on this subject 
under date of April 23. 

Undeabtedly there will be a hearing on this question. I certainly 
hope that there will be, in which the fac ‘tual evidence can be presented 
to show that this method of accounting is wrong, should be corrected, 
and even if it is not corrected and replacement accounting is continued, 
that the accounting be prescribed so that replacement accounting at 
least is followed correctly. 

I find our own firm in complete disagreement with a report made 
by the American Institute of Accountants on this point, and to which 
Mr. Murphy testified last Tuesday. I believe that the American Insti- 
tute committee that submitted their report on this subject, to be based 
upon the absence of factual data, and quote that—“the absence of 
factual data,”—rather than on the basis of finding out what the facts 
are from which they could properly make a decision. I quote the 
paragraph on page 3 of that committee report, which after discussing 
the question of repl: acement accounting, states that it does not acc ord 

with practices generally followed by other industries, and then pro- 
jie to reach the conclusion. which to me is most shocking for any 
public accountant to reach, and that is—here is the exact quotation: 
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That no substantial useful purpose would be served by a change to depreciation 
accounting techniques in the absence of evidence indicating that depreciation- 
maintenance procedures would provide more appropriate charges to income for 
the use of such property. 

[ will challenge that finding because I don’t believe it is the job of 
the certified public accountant to reach an opinion on the basis of in- 
formation being absent. Any statement can be certified, if he does it 
on the basis of the absence of information. 

The accountant’s job is to find out the facts on which to express an 
opinion, and if he doesn’t have those facts, to keep his mouth shut. 
That is clearly laid out in the ethical rules of the profession, and clearly 
was violated in this report. 

So far as I know, no facts were presented which would justify the 
continuation of replacement or betterment accounting. There were 
certain overall criticisms and problems and inconvenience that might 
fall on the railroads, their accounting staffs, and possibly the public 
accountant in adopting correct accounting. 

In respect to these problems 1 might say that whenever you are off 
the right road it probably takes a little inconvenience to get on the 
right one, but the idea that there is any difficulty in defining units of 
plant for the railroads or for any industry is pure fiction. It has been 
done for millions of dollars of utility property, and incidentally, the 
utilities have billions of quantities of property the same as the rail- 
roads, Asa matter of fact, in general, the properties of a utility, elec- 
tric and telephone particularly, are more complicated than they are 
in railroads. You have billions of insulators and you have billions of 
cross-arms and you have billions of braces and steps, and so forth, and 
billions of footage and poundage of wire also. But these billions of 
items which we call items, not units, do not complicate the problem of 
determining units of property. 

The definition of “maintenance” is equally smokescreen. Certainly 
there is difference in judgment. There is a difference in judgment in 
every company, but that does not justify abandoning the problem. The 
entire utility industry had the same difficulty in 1933, and adopted a 
standard of maintenance, not as an industry, but as individual com- 
panies, and it is so close among companies following their own indi- 
vidual judgment that no mention need be made in the accounting 
reports of utilities as to the variation among companies. 

Mrs. Grirrirus. Mr. Chairman, may I ask a question right there? 

Mr. Biarnik. Yes, Mrs. Griffiths. 

Mrs. Grirrirus. On page 7, in that seventh paragraph, you say par- 
ticularly about utilities, this is particularly true in the field of ade- 
quate provisions for depreciation and deferment of taxes to future 
periods. 

Do you mean that in the thirties the utilities had a way of deferring 
taxes ¢ | 

Mr. Spacek. Yes; they did. 

Mrs. Grirrirus. What was it ? 

Mr. Spacek. The method of deferring taxes in the early thirtigs 
was not under section 167 or 168 now provided by Congress. What 
they did—and there is a small part of it still going on in all indus- 
tries, but it is not significant now, it has been eliminated—and that 
is deducting the depreciation on a life basis for tax purposes, and 
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then on the books providing only a nominal amount for depreciation, 
so that as a consequence they got the same effect as we now get under 
amortization. 

Mrs. GrirrirHs. Thank you. 

Mr. Spacek. In the early 1930's, the depreciation of the utilities— 
and I don’t want to be held to this—it was during the thirties, during 
that entire decade, their depreciation was increased, which eliminated 
the deferment of taxes. But that was one of the important factors at 
that time, and a good many legal opinions were given a that time that 
the depreciation, as deducted for tax purposes, should be relatively 
comparable. 

Mrs. Grirvirus. They were keeping two sets of books, one for the 
stockholders, and one for the internal revenue ? 

Mr. Spacek. Yes; but I don’t want to emphasize the fact that two 
sets of books were in itself wrong. Because under the tax law, there 
are certain arbitrary requirements that almost require two sets of 
books for that purpose. The difficulty in always requiring the books 
to show what is required for tax purposes is that the tax law arbitrarily 
requires certain things to be handled a certain way, regardless of the 
accounting followed. ‘There are certain choices in that connection. 
But wherever there is a tax deferment of significance, a proper counter- 
part of accounting should be on the books. But you are right in this 
sense, that the factual basis on which the accounting is done for tax pur- 
poses should be the same factual basis for book accounting purposes. 

Mrs. Grirrirus. And the tax collector sees all books? 

Mr. Spacek. He sees all books, and the second set of books for tax 
purposes is the requirement by the tax collector, otherwise he wouldn’t 
know how to reconcile the differences. 

Mrs. Grirrirus. Thank you. 

Mr. Spacek. Yes. 

Getting back to this betterment accounting, I believe my testimony 
or my statement covers in rather complete detail all of these arguments 
which I am describing so briefly. It is difficult to know when to 
stop reciting the bases by which they should be considered erroneous. 

Another general criticism that is made by the American Institute 
of Accountants is that the record-keeping of the railroads would be 
complicated by having units of property. This again is erroneous. 

Now anyone can complicate the books. Anyone can complicate the 
accounting if they want to. But railroad accounting is notoriously de- 
tailed. It isso detailed you can’t see the forest for the trees. If proper 
property record accounting were put in, as is followed in utilities, the 
‘ailroads would have an opportunity to not only simplify their rec- 
ords, but effect substantial economies at the same time. 

And incidentally, the Federal Government could save a little money 
on the side besides, because the Interstate Commerce Commission is 
now keeping a property record for the railroads which should be 
eliminated, and if the argument is presented that it is required by the 
Transportation Act, I am sure that a provision can easily be recom- 
mended to Congress to eliminate it. 

But if the books are kept right, the objective of the Transportation 
Act, of keeping proper up-to-date property records, would be readily 
available from the companies and railroads’ own books, just the same 
as it is in the case of other utilities and companies. 
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Another overall general objection to replacement accounting, or one 
reason that is given for its continuance, is that the railroads are a 
matured industry. This is a nebulous argument, because, in the first 
place, maturity of an industry has nothing to do with accounting. In 
the second place, what does maturity have to do with the railroad 
continuation of this railroad accounting ? 

I will cover an argument that was presented here Tuesday by Mr. 
Murphy, but in the meantime let me say this: that in the testimony 
no one could give a list of other industries that had matured. If 
maturity is defined as being lack of expansion, or a level plateau of pro- 
duction, all you have to do is read the Business Week of April 27, and 
they give a pretty good tabulation of all of the evidence that is needed 
to find that you can’t base accounting on how fast an industry grows. 

For instance, under the national average of annual production 
growth, that is less than 3 percent, there is listed electric toasters, 
since 1929; canned vegetables, since 1929; steel 


ingots, since 1929: 
automobiles, since 1929; 1 


‘allroad freight revenue is down, of course, 
that is in the railroad industry; raw cotton, and then these indus- 
tries have actually been declining in volume—refined lead, railroad 
passenger revenue, which all of us know; coal, since 1929; work shirts, 
cigars, ‘and railroad cars, which is again in the railroad industry. 

So that if you want to talk about maturity, as affecting accounting, 
you will have to get statistics that the accounting field doesn’t even 
recognize or even try to tabulate today. In none of those industries is 
repl: wement accounting followed. 

Thirdly, you must keep in mind that replacement accounting is 
not followed by the railroad industry. If the industry is matured, 
then it is all matured. It isn’t just the tracks that are matured. 
The railroads do not follow replacement accounting for the struc- 
tures, for the equipment, and so forth. They are following the cor- 
rect accounting of depreciation and write-out accounting. 

I would like to submit, which is not in my statement, a little table 
or chart, which shows a couple important factors, and if I may, I 
would like to submit that as an exhibit. 

Mr. Biatrnik. Without objection, it is so ordered. 

(See appendix, exhibit 7, p. 251.) 

Mr. Spacek. You will note on that chart that over a period from 
1911 to 1955, revenue ton-miles, representing the quantity of freight 
that is carried, has gone up 150 percent. In other words, there is 
tremendous volume of increase in the freight, and that doesn’t in- 
clude the freight revenue that the railroads don’t carry, because if 
you are going to consider the industry, you have to consider all trans- 
portation, not just railroads. 

If you consider the entire industry, which the railroads should 
have certainly a greater proportion of, it would be up substantially 
more than that. 

Now, the second line on that chart shows the freight-car ton ca- 
pacity. That is up 16 percent. From that chart you can see that 
the freight-car ton capacity of cars has actually gone down, however, 
since 1930. So if maturity was based on the lack of advancement in 
the quantity of property, the freight cars are in the negative posi- 
tion. In other words, their quantity is going down, and therefore 
replacement accounting, if maturity is determined by what the 
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quantity of property is, would apply more particularly to freight cars 
than anything else. 

You will notice at the last line we have tons of rail in main track. 
That has gone up 20 percent, because track once laid is not up and 
down like freight cars, it shows a rather steady increase, and of course, 
tonnage of trac ck is what measures capacity, not miles. 

What this shows is that with the relatively smaller increase in ca- 
pacity to produce, the railroads are carrying a great deal more freight 
than they did in prior years, which is ‘exactly. the economic circum- 
stance that exists in all business, or should exist in all businesses, or 
they are going to be in trouble. 

Now, | want particularly to call your attention to the charts on 
page 45—I am sorry. 

Mr. Buatntk. Page 47? 

Mr. Sparck. Page 47? is the one on rail and the one on ties is 
page 50. 

Mr. Murphy, on Tuesday, explained what replacement accounting 
was. He illustrated replacement accounting. I think that was on 
page 52 of his testimony, in particular, in which he illustrated that 
the reason replacement accounting—I will describe this, I just want 
to give you the reference in case you want to check it —by using a 
property that, say, amounted to $100, or $400, and its replacmeent 
would be $100 each year, and if it had a life of 4 years, the deprecia- 
tion would be $100 each’ year, and therefore there would be the same 
results under replacement accounting and depreciation accounting. 

Now, that is a correct assumption, if it is true. And I go back now 
to the fact that the American Institute committee, of which he was 
the chairman—made its decision on the basis of the absence of infor- 
mation, and stated that. Had they determined what the facts were, 
they couldn’t have made such a finding, nor could anyone else. 

On page 47 I show the amount of replacements of rail. This is just 
one unit of property. This is that same chart blown up. This line, 
this top line, dashed line, called “required replacements,” is the amount 
of replacements that would be required each year, which he illustrates 
as $100 a year, over the life of the property, based upon the life of the 
property as found by the Interstate Commerce Commission. 

Now, I want to tell you also it doesn’t make too much difference 
whether that line is above or below for the purpose that I am illus- 
trating. The actual replacements of rail is this lower dark line (indi- 
cating), and the shaded area (indicating) is the amount of replace- 
ments of rail that is not taking place under replacement accounting. 
Now, it is very important to notice the ratio on the top line. The ratio 
of actual replacements to required replacements, as he illustrated, 
today is 58 percent, and in 1945 it was 106 percent of what the actual 
replacements were required, on a 1-year replacement, based on average 
life. This means that in 1945 they replaced more than 1-year’s portion, 
and today the railroads are replacing subs stantially less than the proper 
portion, ‘but the variation between 58 and 106 percent is practically 
the difference between half and double. In other words, you cannot 
vet uniform charges, as he illustrates, in any respect, by following 
repl: wement accounting, because the variation here is over 100 percent 
in our own period. 


1 See appendix, exhibit 6, pp. 171 and 172. 
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Now, I want to point out one other thing which is very important 
from the ICC. 

Mr. Piapincer. Excuse me, Mr. Spacek. 

Mr. Spacek. Yes, sir. 

Mr. Piarrncer. What does that mean in terms of actual upkeep? 

Mr. Spacek. What it means in terms of actual upkeep, the actual 
replacements of rails in 1955 was somewhat under 10,000 sass where- 
as if 1 year’s replacements had been maintained, 1 year’s portions of 
replacements had been maintained by the railroads, they would have 
replaced 16,300 miles, so they failed to replace 6,300 miles of rail that 
would have been required if each year was to bear its proportion of 

rail replacements. 

Mr. Praptncer. Would this have been any different under deprecia- 
tion ea 

Mr. Spacex. Under depreciation accounting, the replacement of 
rails may not have been any different, but the depreciation required 
in the accounts would have been this straight line across the top. And 
it would have created, out of income, a cash generation for the rail- 
roads to do with that cash whatever they wanted to. Presumably good 
business judgment would have required them to make the replace- 
ments required. 

But what I am trying to illustrate particularly is that replacement 
accounting does not result in replacing rails uniformly over the years. 
If replacement accounting is proper, if replacement accounting is 
proper—and it should be followed, and if the ICC wants to follow it, 
and can prove to themselves it is a proper method, then they are re- 
quired to set up a reserve for the failure to replace property in any 1 
year to the required 1 year’s proportion of all rail. 

If they had done that, even on this basis of 1936 to 1955, which is a 
20-year period, there would now be on the books of the railroads 1 
billion or more reserve for rail replacements, that is if replacement 
accounting had been followed properly. 

Now, then, to show how the Commission itself does not follow their 
own type of accounting, they, during the war, in 1942 to 1945, and in 
appendix E, they issued an order to the railroads, authorizing the 
roads to provide a reserve for deferred maintenance, which is proper 
accounting. ‘They authorized the railroads to provide a reserve for 
deferred maintenance, or deferred replacements in this case, presum- 
ably under the conditions of war, which was all right. 

But notice on this chart they provided that during the period from 

1942 to 1945, which was the highest period that they have ever had 
replacements. In other words, | they provided a reserve for replace- 
ment when the railroads least needed it, and now when replacements 
are at the lowest point in the last 20 years, no reserve is provided. 

Now, either you take depreciation in its entirety, or you take re- 
placement accounting in its entirety. 

Let me refer now to the ties, which is on page 47. I have only—— 

Mr. Biatnik. Page 50. 

Mr. Spacek. I am sorry, page 50. 

Again we have on the ties, for the last 15 years, a variation in num- 
ber of ties replaced from 113 percent of ratable replacement over 
the life of ties, to today, to 66 percent of ratable replacement of ties. 
Therefore, the tie replacements can vary 100 percent, and yet Mr. 
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Murphy says we assume that these replacements are relatively stable 
from year to year, and in his illustration he made them exactly. The 
fact is that you cannot assume they are relative, or that they are stable, 
from year to year. This chart also shows that ‘today the railroads are 
replacing somewhat less than 25 million ties in the last year, 1955, when 
a required portion to be replaced, based on life expectancy, is "about 
37,500,000, or a total deficiency of some 12 million. 

At the current cost of replacement, it would require a reserve for 
ties of $350 million if you were going to follow replacement. ac- 
counting. 

Again, the Interstate Commerce Commission authorized a reserve 
to be provided for replacement of ties in 1942 to 1945, when on a re- 
placement basis the railroads were already replacing more than one 
annual period, or 1 year’s exhaustion of ties. So they provided a re- 
serve when they least required it, and when they require it, no reserve 
is provided. 

All of that information will be considered by the Interstate Com- 
merce Commission when they have this hearing. That is evidentiary. 

Mr. Puaprncer. Mr. Spacek, do these st: itistic s mean the railroad 
plant, with respect to ties and rails has seriously deteriorated in the 
last 12 years? 

Mr. Speacek. That presumably, on a composite basis, would be the 
conclusion reached. I think it is erroneous, because you can never get 
a complete accumulation of deferred replacements. 

Mr. Piarrncer. I am sure I don’t understand you. 

Mr. Spacer. All right, let me say this: I have used a 20-year period 
here to illustrate what the net effect has been during the last 20 years. 
Unless I carried that statement back to 20 years before that, maybe 
for the 20 years before that, they were over by a great number. So 
cumulatively, they may not have been deficient. But, again, I would 
like to say that on each individual railroad, the variation that I am 
speaking of there, on a composite basis, may be extreme. In other 
words, some of the railroads may be a lot worse than that, if you want 
to say that “worse” is fewer replacements. 

On the other hand, you will find other railroads that may be main- 
taining their replacements on a ratable position each year. I think I 
know of some, but I can’t say it is right, because I don’t have the 
proof of it, I don’t know what the facts are. But in each railroad the 
engineering department has very complete statistics on these factors, 
and they could determine the facts for each railroad without too 
much difficulty 

Mr. Puaprncer. Would a switch to depreciation accounting neces 
sarily have resulted in the maintenance of required replacements / 

Mr. Spacek. You are now addressing whether the railroads would 
be physically better maintained if depreciation accounting had been 
followed ? 

Mr. Puaprncer. Yes. 

Mr. Speacex. On that score, I would say accounting has nothing to 
do with the problem, except that replacement accounting today has a 
deteriorating effect on that, because they are letting the accounting 
result determine what possibly the physical need is. In other words, 
if there was no effect on the profits of the railroads because of replace- 
ments, then the replacement factor would be judged on two circum 
stances, just the same as it is in any other business; one, the need for 
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it. I don’t like to say anything, especially in the testimony, that states 
that accounting is based on the number of wrecks that we have. I don’t 
know that we get any actuarial statistics to show when wrecks start 
showing accounting Is wrong. 

I don’t know how to interpret such things, and I don’t believe there 
is any relation between accounting and wrecks of any kind. But the 
first thing to do in determining repli wements, in any business, and the 

railroad business is no different, i is when does the property physically 
need it? 

Mr. Piarincer. Whether you have replacement accounting or not? 

Mr. Sracex. Whether you have replacement accounting or not. 

The second is: Do you have the money to do the replacement ? 

Now, with replacement accounting, we have introduced a third 
point. Let’s assume: one, that physically we need the replacement, 
two, that we have the money. What is the third thing? The third 
thing is: if we do the replacement, we are going to show less profits. 
Now, what is the reaction about that? So we have to look at our 
dividend policy, we have to look—I hate to even say that when I 
use the term “our.” because it is not my railroad—but the railroads 
have to determine what. the effect would be on comparisons with prior 
years, what the public reaction is going to be, and so forth. 

That is bad, because there should be no relationship between profits 
shown and whether the property is properly maintained. The prop- 
erty should be maintained entirely on the basis of need, with the con- 
sequent effect—the need physically, with the consequent need in the 
way of funds. 

Now, I think the depreciation accounting would contribute to better 
and more systematic maintenance of all railroads, the same as it con- 
tributes to the systematic maintenance of all other businesses, for 
this reason assuming that the railroads have any profit at all, the 
provision for depreciation, which is followed by other businesses, cre- 
ates a cash generation each year of a definite amount, so that, ju st 
the same as other businesses, you can count on operations producing 
a set amount of cash, and in this manner plan when the maintenance 
should best—or the replacement should best—be done in advance. 
So you would get a systematic method of replacing the property, be- 

cause of this cash generation being normal, or I mean being an approxi- 
mate determinable factor from year to year. And that is true with 
all other businesses as well. In other words, if we didn’t do that, 
other businesses couldn’t predict their future financial requirements 
any more than for instance the railroads are able today, because they 
say: You don’t have the profits, you can’t do the repl: cement work. 

It is true that there are sources of funds besides generation of funds 
through depreciation. In the case of railroads, they are in more 
diffie salty in that respect than most businesses, because they cannot get 
funds e: asily. But that, in turn, I think, is a result, partly, of replace- 
ment accounting, because the public has been led to believe that they 
work on a hand-to-hand basis, or hand-to-mouth basis, with respect 
to generation of funds. 

Depreciation accounting would contribute something to that, but 
I am not in a position to measure that precisely. 

Mrs. Grirrirns. Mr. Chairman, I would like to ask a question. 

Mr. Buarnik. Mrs. Griffiths, 
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Mrs. Grirrirus. Mr. Spacek, do you object equally strong to the 
fact that some management actually understates its profits? 

Mr. Spacek. I strongly object to the secmseimnmmsamediik date say to 
understatement of profits? 

Mr. Grirrirus. Yes. The fact that they de not issue dividends 
to their stockholders in accordance with their actual profits. 

Mr. Spacek. Well, I don’t believe, Mrs. Griffiths, that there is a 
relationship between that. In other words, the payment of dividends 
is related to the need for cash funds, not necessarily exclusively to 
the earnings. 

Mrs. Grirrirus. Just to the management’s idea for the need for 
funds, is it, or is it the real need for funds? 

Mr. Spacex. W ell, I have to presume that when the management 
makes a finding as to the need for funds, that it isa real one. Offhand 
I would say that no management would hoard funds when they can 
be used for dividends properly. That would be something the stock- 
holders would have to object to in their own right, and compel the 
management to declare the dividends if they had the funds available 
and they also had the earnings available. 

Mrs. Grirritus. Aren’t there some remarkable examples in America 
of management that has hoarded funds, and of another group that has 
come in, taken over the management, and used those hoarded funds ? 

Mr. Spacek. Yes; there has been use of those funds, but I can’t say 
that they were improperly hoarded. ‘There may be a substantial dif- 
ference of opinion as to how they should be used. 

Mrs. Grirrirus. They were hoarded, though, according to account- 
ing methods, properly setup accounting methods; is that right? 

Mr. Sracek. Mrs. Griffiths, I don’t believe we can relate the accu- 
mulation of funds or hoarding of funds in a business with accounting. 
Accounting reflects the facts. It will show those funds are there. It 
will show that nothing is being done with them. It is up to the man- 

agement to explain why they don’t do something with them. Account- 
ing does not, under any circumstances, say what should be done with 
the funds. The acc ounting says 

Mrs. Grirrirus. The funds are there? 

Mr. Spacek. This is what they did with the funds. 

Mrs. Grirritus. Yes. 

Mr. Spracex. But the determination of what should be done with 
the funds is a management and stockholder relationship. 

Mrs. Grirrirus. But the average stockholder in America certainly 
isn’t aware of that, is he—the average person who buys stock is not 
really competent to determine whether accounting procedures are 
being properly followed or not ? 

Mr. Spacek. I don’t believe the stockholder could possibly be in a 
position to determine whether the accounting is proper, and that is, by 
the way, the only reason, the only reason for the existence of the certi- 
fied public accountant. If he doesn’t supply the stockholder with that 
assurance, he shouldn’t exist. 

Mrs. Grirrirns. But do you think they pay any attention to certi- 
fied public accountants ? 

Mr. Spacek. The railroads? 

Mrs. Grirritus. No; the stockholders. 

Mr. Spacek. I would hesitate to say they don’t, but you might be 
right. [Laughter. | 
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I would be sorry to hear they don’t pay any attention to them. 
The only reason that I made these commitments that I have made 
with respect to the accounting reports, not only of railroads, but 
of all businesses, and I don’t want to enlarge the subject here, but I 
will agree to say this: Because I like to emphasize the fact that the 
publi ; accountants are not doing their job to the public, in my opinion. 

Now, keep in mind that I am a minority in the profession. 

Mrs. Grirrirus. I would like to ask one more question, if I may. 
On page 5 you point out, in paragraph 5: 

It is our opinion that the railroad industry is directed by the Interstate Com- 
merce Commission to follow improper accounting practices which are not recog- 
nized as being generally acceptable in other industries, because they do not result 
in reliable financial statements, 

Are you saying that the Interstate Commerce Commission is direct- 
ing the -ailroads to follow these procedures so that they do have an im- 
proper picture / 

Mr. Sracek. I could not say their motivation is so that the railroads 
are not properly portrayed to the public. Iam positive, not knowing 
anything about the men involved, that there could possibly be no ques- 
tion of their motivation. I say what they direct the railroads to do 
results in improperly portraying the 1 ‘ailroads’ position to the public. 
But whether they intention: ally— they prescribe this improper account- 
ing to mislead the public—that would be something that I know 
nothing about, and I would judge—in other words, I have never seen 
any evidence to show that their motivation is improper. 

Mrs. Grirrirus I should think that word “because” would cause a 
little trouble in that sentence. But secondly, the railroads do follow 
accounting procedures directed by the Interstate Commerce Commis- 
sion ¢ 

Mr. Spacek. Yes, ma’am, they do. 

Mrs. Grirrirus. Are you really directing your criticisms to the rail- 
roads or the Interstate Commerce Commission ? 

Mr. Speacek. Frankly, Mrs. Griffiths, both. And this is the reason: 
I will explain why I feel that way. For instance, on this deferment of 
taxes, as a result of war facilities, which has been a major misstatement 
of the railroad accounting, that we all know. On page 17—let me 
direct you to that page—I list there some of the comments that the 
railroads make in their annual reports, as to why they follow this im- 
proper accounting. That is in the middle two « ‘olumns—I don’t believe 
it is shown here, either. I would have to refer to what they state in 
most of their explanation. They state how much the earnings are 
overstated, and then they say: In accordance with the orders of the 
Interstate Commerce Commission, we have to do this. 

But yet when we, Arthur Andersen & Co., tried to correct it, who 
was in there telling the Interstate Commerce Commission not to change 
it—the railroads. 

Mrs. Grirrirus. Naturally. 

Mr. SPACEK. So therefore, they say when it comes to the annual re- 
ports, we’ve got to follow the Interstate Commerce Commission, and 
then when the railroads talk to the Interstate Commerce Commission, 
they say : Don’t change it. 

So I sav, and I say in my testimony, if I can find it, that the charge 
that the Interstate Commerce Commission is entirely responsible, I 
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don’t think is entirely justified. That the Interstate Commerce Com- 
mission, at least in that respect, has been urged to continue this ac- 
counting by the railroads. So the railroads must share a substantial 
portion of the 1 esponsibility. 

Mrs. Grirrirus. Thank you. 

Mr. Prarrncer. Mr. Spacek, on that point, in the 1951 decision in 
this matter, there were four railroads that favored the tax reserve, the 
C. & O., Seaboard, Chicago Northwestern, and Chicago, Milwaukee, 
St. Paul ? 

Mr. Spacek. Yes, sir. 

Mr. Prarrncer. Incidentally, at that time, was your firm represent- 
ing any railroads ? 

Mr. Spacek. None of those large railroads. We represented some 
small ones I think at that time. 

Mr. Prapincer. Did your firm appear in that proceeding ¢ 

Mr. Spacek. No, sir; we did not. I don’t even know we knew the 
proceeding was going on, because the Interstate Commerce Commis- 
sion doesn’t make it a point to advise accountants what is going on. 

Mr. Piarincer. Certainly your clients were advised ? 

Mr. Spacex. Oh, yes; our clients must have been advised. 

Mr. Praprncer. The fault would lie with your clients, possibly, and 
not with the ICC ? 

Mr. Speacek. It may lie with us, we didn’t compel the clients to let 
us know. It might apply to us as an individual firm, that we didn’t 
make it a point to find out, and to that extent I accept the responsibility, 
but that still doesn’t change the fact that it should be corrected. 

Mr. Prarrncer. Is it of any persuasion that after the tax amortiza- 
tion practice has been in effect 4 years, Arthur Andersen & Co. then 
petitioned ? 

Mr. Spacek. Well, the reason I state there is a reason for that—we 
realized the significance of this item, and knew a continuation of it 
would result in substantial error in the accounts, and that, further- 
more, it was contrary to generally accepted practices, and we wanted 
to get the railroads on a basis where we wouldn’t have to qualify 
them. 

The only railroad that I can think of that we audited at that time 
was probably Toledo—T. P. & W., Toledo, Peoria and Western, and 
Monon. Those are the only two. And the T. P. & W., I am positive, 
had no war facilities; on the Monon, I am almost sure they didn’t 
have the problem either. The other railroad, Chicago and Illinois, 
Midland, a captive railroad of the Commonwealth Edison & C o., did 
not have the problem. 

IT am reminded we have two very small railroad clients in the South, 
T don’t know just what their situation was. 

Mr. Piarrncer. Commissioner Arpaia, in his appearance before the 
subcommittee this week, mentioned as you referred to before, at least 
if he had been on the Commission in 1951, he would have decided other- 
wise, but he mentioned that the principal reason for the 1956 decision 
was— 


that if there had been a change made in the middle of this thing, there probably 
would have been a change in the income result of about 20 percent, which would 
have been quite a shock to going rates, because going rates would have had to 
be increased by that, and the Commission had to weigh and balance these factors 
from a practical point of view as to whether or not it was proper to try to antici- 
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pate what might happen in the future, and substantially impair or affect the 
present inflationary conditions even more so, aggravate them, and impair the com- 
petitive position of railroads, because they are in a competitive business, by mak- 
ing the change after the statement had been in effect for a considerable period 
of time. 

Mr. Spacek. I am glad you called that to my attention, Mr. Plap- 
inger. I would like to comment on that. 

First: Truthful financial statements are never substantiated or jus- 
tified by stating that it will be a shock to the industry. If the truth 
is the truth, then a shock should be necessary. In other words, mis- 
leading anyone, or inconveniencing them, is not a defense for withhold- 
ing the truth. 

It happens to be one of the biggest difficulties in our profession that 
we find, namely, what will this do to previously-issued reports, or what 
people have thought existed when it didn’t exist. 

Second, as far as the rates are concerned: It is anybody’s guess as 
to what would have been done on ratemaking. I question seriously 
that you can retroactively, under any circumstances, say what would 
have been done, whether rates would have been increased or decreased 
if the facts were fully known at that time. They were known. They 
knew the deferment of taxes was taking place. 

Third: I am not a lawyer, so I don’t want to interfere with the 
lawyer’s analysis of this. 

It is common knowledge in rate making, and I am sure this Com- 
mission knows it better than I, that you cannot justify rates on the 
basis of including expenses of prior years, or credits deferred, or hold- 
ing out a hope that something else will happen in order to take care 
of the expenses that you are not providing for. I would like to refer 
to the West Ohio Gas case, where that was done. In that case, the 
Commission reduced the rates on the hope that the reduction of the 
rates would provide so much revenue that the company would earn a 
fair return. They appealed to the Supreme Court and Justice Car- 
dozo made the decision. Here were his words when he rejected and 
reversed the decision : “confiscation is not atoned for by holding out a 
hope for a better life to come.” Those were his words. 

Also, the New York Telephone case states very clearly that losses 
of 1 year cannot be carried over to another year. So if these taxes are 
applicable to the year in which the income was earned, they will not 
be chargeable against the customers or the shippers of subseque nt years. 
That is a realistic proposition, and no accounting is going to chi ange 
that. Because no shipper of the future is going to pay for the taxes 
that accrued in a prior per iod. 

Mr. Piartncer. The Commission in its decision said that some of 
the costs of the failure to provide these taxes would be possibly borne 
by shippers in the future. 

Mr. Spacek. If the Commission thinks they can do it, fine and good, 
because I am not going to say they can’t get by with it. 

Mr. Hs apInceR. That was in their decision, incidentally. 

Mr. Spacek. Yes; I know it was in their decision. It is a gratui- 
tous comment on their part, because they haven’t got the power to en- 
force that. It is a fundamental rule in regulation that the customers 
of each period must pay for the service they get, and you cannot carry 
the cost of a service of one year or one period as a part of the cost 
of the service of another period. The best Supreme Court case de- 
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cision on that is in the New York Telephone case, I think it was in 
1921, 1922, or 1923. 

Mr. Piartncer. The footnotes that are now required bring squarely 
to the attention certainly of directors and other interested parties the 
precise situation with respect to tax amortization and rapid accelera- 
tion, do they not—I mean as far as a footnote can fully disclose, there 
is full disclosure there. 

Mr. Spacek. There is full disclosure from a technical point of view, 
but after all, Mr. Plapinger, I don’t know why, if it is correct account- 
ing to put it in the accounts, why do they take depreciation out and 
put that in the footnote? There is no reason to provide for it either, 
if they want to put it in the footnote. All the investor has to do is 
get a bookkeeper to keep the books to show what they show in the finan- 
cial statement. All they are saying is, they kept the books up to 
here, look at the footnotes and adjust them yourself. The best ex- 
planation of the fallacy in that is the stand: ards of the Secusities and 
Exchange Commission on footnotes. Here is what it says, if I can 
findit. It isnot too long, so I will read it. 

Mr. Puaprncer. From what are you reading ? 

Mr. Spacek. I am reading from the Accounting Serv ce Release of 
the Securities and Exe change Commission, dated April 25, 1938, on 
page 5, under release No. 4: 

The Securities and Exchange Commission today issued the following statement 
of its administrative policy with respect to financial statements: “In cases where 
financial statements filed with this Commission, pursuant to its rules and regula- 
tions under the Securities Act of 1933, or the Securities Exchange Act of 1934, 
are prepared in accordance with accounting principles for which there is no 
substantial authoritative support, such financial statements will be presumed to 
be misleading, or inaccurate, despite disclosures contained in the certificates of 
the accountant or in footnotes to the statements provided the matters involved 
are material. In cases where there is a difference of opinion between the Com- 
mision and the registrant—that being the company—as to the proper principles 
of accounting to be followed, disclosure will be accepted in lieu of correction of 
the financial statements themselves only if the points involved are such that there 
is substantial authoritative support for the practices followed by the registrant 
and the position of the Commission has not previously been expressed in rules, 
regulations, or other official releases of the Commission, including the published 
opinions of its chief accountant.” 

In other words, the Securities and Exchange Commission states, 
and we in the accounting field concur, that a footnote which explains 
an accounting procedure which should be recorded, is in itself mis- 
leading, and for the life of me I can’t see why the Interstate Commerce 
Commission doesn’t require it to be recorded, unless it is because they 
don’t want to adopt a position different from what they previously 
adopted, which is certainly inconsistent with their responsibility. 

Now may I go on, or would you like to ask more questions? 

Mr. Puarrncer. You may proceed. 

Mr. Spacek. I would also like to point out that in Mr. Murphy’s 
testimony, on page 58, he indicated the maintenance of the railroads 
was so bad during the war, and I just got through showing you, on 
the tables, on pages 47 and 50, for rails and ties, that that was the 
highest period of maintenance in the last 20 years. 

Mr. Murphy also states that generally accepted accounting prin- 
ciples—page 43—are not applicable to regulated industries, ‘accord- 
ing to the American Institute of Accountants. 
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If this is true, the accountants are indeed exercising or committing 
a cruel hoax on the public for certifying the acounts of regulated com- 
panies in the United States, according to accepted principles of ac- 
counting. 

I know of no such provision. 

The last thing that I want to comment upon, and I want to empha- 
size it quite importantly, is the quotation from the report of the Na- 
tional Association of Railroad and Utility Commissioners. It is on 
pages 60 and 62 of my statement. 

There has been some question mentioned that replacement account- 
ing is satisfactory in light of present accounting standards. There 
has also been some mention made that depreciation accounting doesn’t 
provide for obsolescence. And this is what the report of the Com- 
mittee on Depreciation of the National Association of Railroad and 
Utility Commissioners stated—and by the way, the Interstate Com- 
merce Commissioners are important members of this group. The 
made this report, and I show you here a copy of it. It is the bible 
of depreciation in the regulated industry field. I don’t limit it to 
regulated industries, but it is a tremendously informed treatise on this 
question of depreciation, and was concurred in, or at least it was not 
excepted to by the Interstate Commerce Commission. 

In that respect—— 

Mr. Buarntx. What is the date of that report w hich they sponsored ? 

Mr. Spacek. The report is dated 1948 and is entitled “Report of 
Committee on Depreciation, National Association of Railroad and 
Litilities Commissioners, 1943.” 

This was the final report and I believe, without trying to read the 
introduction, this committee had studied this problem for: years. This 
became their final report, and they issued preliminary drafts before 
that. On page 37 this statement is made with respect to the question 
of obsolescence : 





Functional factors are reported to constitute the chief cause of retirements 
of public utility properties. Composite results developed from the experience 
of 29 electric, gas, and combination companies, operating in 17 different States 
show 72.2 percent of retirements to have been due to inadequacy and obsolescence ; 
18.1 percent to physical condition, and 9.7 percent to other causes. The Inter- 
state Commerce Commission found, in 1931, that inadequacy was the chief 
cause of retirement of telephone property. 


And then they quote from one of their orders. 
Now, I want to go back to my statement on page 60, and read an- 
other excerpt from that report, as follows: 


The definition of depreciation, which has been developed, encompasses all 
utility plants, except those operations which will be represented by salvage 
recoveries. Whether the plant is tangible or intangible, whether it be real 
property or personal property, whether it be portable or fixed, its utility, its 
service capacity or its service life will be consumed in the operations of the 
enterprise, except for the portion that can be sold to others (or can be rededi- 
cated to the service of the public utility). 


That last parenthetical quotation is for such things as the re-use of 
rail when it is taken up, and can be rededicated. 
Here is the quote, beginning on 62. I will read it slowly, it is quite 


long, but I will emphasize the points that I think are particularly 
important: 


The effect of depreciation policies upon the rights and interests of utility 
investors is an aspect of the depreciation problem which is often overlooked 
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and which has received much less attention than its importance warrants. It 
might be thought that the heavy losses incurred by investors in the securities 
of street railway companies and steam railroads and the losses already reflected 
in the market price of securities of many manufactured-gas companies would 
have driven this fact home. However, many of those who have seen their invest- 
ments in utilities of these types disappear or melt away have not realized the 
extent.to which the failure to provide adequately for depreciation contributed 
to their losses. 

Failure to provide for adequate depreciation leads also to depreciation reserve 
deficiencies and, as a consequence, to inflation of the net book value of the assets. 
This, likewise, is misleading. It may cause investors to believe that the com- 
pany’s capital structure is related to its net property account is sounder than it 
actually is. Obviously, the maintenance of invested capital must precede the 
showing of net income; hence all costs of doing business, including the expira- 
tion of capital investment through depreciation, must be deducted from gross 
revenues, if management and investors are to be correctly informed concerning 
the results of operations and the financial condition of the company. 

It must not be overlooked that, as a result of past depreciation policies, bond 
ratios to net property based on book figures may be unrealistic and deceptive. 
In limiting senior securities, therefore, a regulatory agency should not be gov- 
erned by the actual depreciation accurals on books if they appear to be inde- 
quate. The soundest procedure is to make the best possible estimate of the 
amount of accured depreciation and, insofar as practicable, to limit the amount 
of new senior securities accordingly. In this way dilution of the asset cover- 
age of senior securities can be avoided. 

The material now available, and constantly increasing, regarding the service 
lives and life behavoir of public utility properties makes the observation process, 
if it ever had an merit, 


Now, I will emphasize— 
as obsolete as replacement accounting, with which it was probably associated. 
It has no place in the modern scheme of regulation which, among other things, 
requires deprecation accounting instead of the replacement or retirement ac- 
counting which once was so prevalent. 

Now, in my appendix G, I have taken the liberty of photostating 
the front part of that report from which it was quoted to show the 
members of the body that made such astounding findings—and there 
you will find listed in the No. 1 position all of the members of the 
Interstate Commerce Commission. In other words, it is a preaching 
that applied to everybody but the ones they were involved in. 

Mr. Piarincer. Mr. Spacek, generally on this point, in your tables 
on the rail and tie replacements, you say there has been a cumulative 
deficiency since 1936, which equals $1,120,000,000, for which a reserve 
for deferred rail replacements is required, and similarly with respect 
to ties in table 9, you state that the cumulative deficiencies since 1945 
has been $350 million, for which a reserve for deferred replacements 
is required. 

Mr. Spacek. Yes, sir. 

Mr. Praprncer. In addition to this, you have the question of the 
failure to provide reserves for tax amortization on some $6 billion 
worth of property ¢ 

Mr. Spacek. Yes, sir. I think I have covered that amortization in 
my statement. It probably will be in the neighborhood of $1 billion 
at the present time. 

Mr. Prarincer. $1 billion of what—tax deferment ? 

Mr. Spacen. Tax deferment; yes. 

Mr. Piapincer. What is the effect of the failure to provide reserves 
in the post-1945 period ? 








Wm 


ve 


z 
ne 
on 


On 


RAILROAD ACCOUNTING PROCEDURES 87 


Mr. Spacek. I will answer your question, but let me add one more 
to it, and that is the deficiency in the depreciation reserves of the 
property which the railroads are depreciating, so there is another 
deficiency. Now, the effect of all of them 

Mr. Pxiarrncer. Will you explain the last point, please ¢ 

Mr. Spacek. Yes. The railroads prescribed depreciation account- 
ing practic es for certs iin road property, such as structures, railway 
stations, and so forth. They started that, I think it was in 19438 or 
1947, but they provided no charge against surplus for the defiicency 
in depreciation at that date. 

Mr. Prartncer. This is referred to in the AIA report, as I recall 
t, is 1t not 

Mr. Spacek. That is right. I will comment on that, too, later, I 
won't right now. 

So as a result of that, there is a reserve requirement, presumably a 
very substantial one, existing on that property. The sum of all of 
these deficiencies, in the depreciation reserves, in the reserve for de- 
ferred taxes, in the reserve for replacements, are all over statements 
of what is know as surplus in the balance sheets of all of the railroads. 

Now that goes into the billions. Each one of those is at least a billion 
dollars. How much the depreciation reserve is, I don’t know. That 
would have to be worked out. But in respect to depreciation reserve, 
the American Institute said we will study this at some future date. 
To me, that really needs no studying. Any elementary textbook will 
tell you that depreciation either is adequate or it is in: adequi ite, and you 
must find the facts to prove it is adequate. You don’t have to study it 
to find out whether you should do something about it. There is no 
excuse for the American Institute referring that to a subject of a later 
date. However, it can rightly be included as something the Commis- 
sion would take testimony on in its hearings on betterment account- 
ing, because we can relate it to betterment accounting. 

That will be it. I had another point I wanted to comment on there. 
But the common stock equity of the class I railroads is about $1514 
billion, and these items that we have just enumerated amount to in 
excess of $3 billion, so that of the common stoc *k equity that exists on 
the railroads’ books today, at least $3 billion shouldn’t be there. 

Now, on top of all of that, you have the question of grading and 
tunnels, which I have ¢ ommented on a good deal, in which there is an 
investment of $3 billion by the class I railroads, and for which no 
provision has been made. The best years of the railroad’s life, as we 
think they are today, have gone by, and that should have been pro- 
vided for and should now be provided for out of the earnings that they 
have. 

There is some tax questions on that. It should be deductible for tax 
purposes also. I have covered that in my report at some length. 

Mr. Prartncer. You are talking about de preciation of tunnels and 
grading ¢ 

Mr. Spacek. Right. So I show on page—— 

Mr. Piaprncer. The Internal Revenue Service dissents. 

(See appendix, exhibit 8, p. 252.) 

Mr. Spacek. The Internal Revenue Service dissents because they 
feel that there is no foreseeable end to the life of the grading, but after 
ll, there is no foreseeable life end to a lot of property. 
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Mr. Puapincer. This is a subject on which the Interstate Commerce 
Commission can’t do very much. 

Mr. Spacek. That is right. It must come before the Ways and 
Means Committee for correction of the Internal Revenue Service. It 
should be depreciable, and I should say that there is another point that 
is very important to the railroads, as compared to other businesses. 
In any other business, when you find a plant or a section of the business 
that is unprofitable, the other business would abandon it, get rid of it, 
liquidate it, dispose of it. Railroads cannot do this. They must get 
approval for physical abandonment from the Interstate ‘Commerce 
Commission, which is very slow and reluctant to do so, because of its 
effect on the public. 

But the property from a book point of view should be subject to 
abandonment on the books just the same as any other business has the 
right to get that deduction when the property loses its permanent value. 
I cover that in my testimony at quite some length, and I would like also 
to refer you to page 56 of my statement, in which I show the amount of 
the property that is not being depreciated by the railroads. That is 
in the last column. $10 billion of railroad property is not being 
depreciated. ‘That means that two-thirds of the entire capital stock 
equity of the railroads is not being returned to it through depreciation. 
Consequently, there is very little possibility of ever reducing the in- 
vested capital of the railroads under their present accounting methods 
so that the rates can be adjusted to something that is reasonable and 
competitive. Just think, the greatest competitor of the railroads rep- 
resents the highway use by the truckers, and the highways, which are 
no different than the roadways of the railroads, are all depreciated and 
amortized over a period of not more than 20 to 25 to 30 years. Eco- 
nomically that roadway should be amortized and removed from the 
rate base, and in turn, put the railroads in a position to earn a fair 
return. 

I find no basis for assuming that the railroads are so near to death, 
which this maturity concept illustrates, that the hearse is just around 
the corner, and therefore there is no need of trying to improve it. 

Mr. Puaprncer. I think Mr. Murphy distinguished between the 
mature and the dying. 

Mr. Spacer. If he did, I hope he was successful at it. 

You can’t say that this is a matured industry, and then say at the 
same time that the industry, the road bed, and so forth, are going to 
continue in perpetuity, when a great portion of the branch lines, par- 
ticularly of the railroads today, have lost their economic value com- 
pletely, and should be provided for in the same way as abandonments. 
They should be abandoned from the point of view of the physical prop- 
erty, even though they are continued to meet requirements of the public 
convenience from an operating point of view. The least they could 
do is get a tax reduction as a result of that. 

Mrs. Grirerrus. Mr. Spacek may I ask, if they adopted your method 
of accounting next year, the method you conceive to be proper, would 
it immediately reduce the rates, increase them, or keep them the same ? 

Mr. Spacek. Mrs. Griffiths, that problem is so fraught with off- 
setting effects of various adjustments, that I would be rendering a pure 
guess to even state what it would be. That is really why it is so im- 
portant, we are just guessing at what the facts are. Most important 
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is that unless we know the facts, the railroads can’t be preserved as an 
important segment of our economy in a proper way, which has nothing 
to do with my work, your work, or anyone else’s work. As far as 
our daily work is concerned, it is just that accounting is contributing 
to the thinking that the railroads do not have a future, and if that were 
corrected, the facts would be known, and the proper reserves would be 
provided to put them in proper shape. 

In the case of those railroads that went through reorganization, 
reserves were set up in reorganization for the loss in value, the perma- 
nent loss in value of the property, because the railroad was not earn- 
ing sufficient income to justify the investment that had been made in 
the property. These adjustments that were made at that time were 
called “acquisition adjustment account.” Don’t try to make sense out 
of that combination of words, because you can’t make any sense out 
of them. 

The proposed rules that the Commission has said they are going to 
cover in the near future, states they will consider the disposition of 
that account. In that account, by the very nature in which it was de- 
termined, reserves were provided for the permanent loss in value of 
some of those properties. 

Now, how in the world they are going to dispose of a reserve that 
was provided in that account, and still keep the accounting that they 
now have, I would like to know, because they are completely contradic- 
tory. 

Mrs. Grirrirus. But you are not saying specifically that under the 
accounting method that you suggest that they could reduce the rates? 

Mr. Spacek. No, ma’am; I am not. 

Mrs. Grirritus. And you are not saying specifically that they would 
have “ increase them ? 

Mr. Spacek. No, ma’am; I am not. 

Mrs. GrirFirus. You don’t have any judgment on that? 

Mr. Spacek. No, ma’am; I do not know. I state in our testimony 
that we are consultants for the Post Office. In reviewing their rate 
charges for the mail, we issued a letter to the Post Office just a week 
ago and said—the assumptions that they made, their procedures, and 
so forth, were satisfactory, but under no circumstances was our name 
to be attached to it, because the end result, based upon the facts that 
they used, could not be judged as being fair and proper, because the 
facts are not known, Mrs. Griffiths, and that is really the one—if I 
were to describe it as the one complaint that summarizes all that I 
have said, it is that the facts are not known, and therefore anything 
that we say is a guess. 

Mrs. GrirrirHs. But you are saying specifically that they are pres- 
ently overpaying the existing stockholders ? 

Mr. Spacex. I am not saying they are overpaying—do you mean in 
dividends? 

Mrs. GrirFitus. Yes. 

Mr. Sracex. I am not saying they are overpaying the existing stock- 
holders with dividends, but they are overstating the income that they 
are telling those stockholders that they have 

Now, for instance, let us assume that the earnings that they are tell- 
ing the stockholders they have are $3 a share. 

Mrs. Grirrirus. Yes. 
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Mr. Spacek. Let us assume they are paying a dividend of $1.50 a 
share. 

Mrs. GrirriTus. Yes. 

Mr. Spacer. Correct earnings might show that they are only earn- 
ing $1.50 a share, and they are paying $1.50 dividend, in which case 
they are paying all their earnings out in dividends. They are mislead- 
ing the stockholders the way they are now doing it in that case, because 
they are indicating they are making twice the dividends they : are pay- 
ing, and that may not be true. 

On the other hand, it could well be, that is they correct their earn- 
ings, the dividends could exceed the correct earnings, but IT am not in 
a position to say that is true because I don’t know. I have not made 
a study either. 

Mr. Biatntk. Mr. Spacek, I share the same concern Mrs. Griffiths 
is expressing, protecting the investor : and protecting the public, just 
how will this adversely affect investors? You stated in your Mil- 
waukee address (see appendix, exhibit 9 +, Pp. 253) that these regula- 
tions prescr mi by the Interstate C ommerce Commission are protect- 
ing the public by leading them to a shearing. 

Mr. Spacek. That is right. 

Mr. Buarntix. Could you elaborate on that? 

Mr. Spacek. I would be most happy to, Mr. Chairman. The method 
of accounting, particularly on war facilities, which I know specifically 
about, because the facts are known about that—the earnings of the 

railroads are overstated by a very substantial margin, and as a conse- 
quence, they are telling the public that the earnings per share are a 
certain figure, and let’s assume that the dividends are a lower figure— 
they usually are—so that the investor feels that his dividend is well 
earned because the earnings are so much more than the dividends, and 
that he is plowing something back into the railroad, when, if he had the 
exact facts, it might be quite the opposite, the dividend he is receiving 
is actually dissipating his own capital. When the facts are known, 
naturally they find that the conditions on which they based their opin- 
ion of their securities was wrong, then their judgment is to get rid of 
the securities. At the same time, they get rid of them, they do exactly 
what we did in 1929, everybody tries to get their money out and get rid 
of the security, and a consequent collapse of the market results. 

In other words, at that time, when there are conditions of that nature, 
the market collapses below what it should be, because everybody feels 
that they do not have information now on which to judge the proper 
facts, so rather than to try to guess what they are, they sell their securi- 
ties and get out. It is the same principle or same psychology that cre- 
ates a run on a bank. Once they think there is some question as to 
whether the bank is going to pay off, they all run down to get their 
money out, and as a consequence that action alone closes the bank, 
whereas otherwise the bank may be very solid. It is the same, what ] 

call “mob psychology.” 

Mr. Buarnik. Several of these railroads are in the upper 60-some 
corporations that are in the billion- dollar class. They are gigantic, 
operating financial establishments. Am I to underst: ind these billion- 
dollar corporations are operating on such thin ice by reason of this tre- 
mendous deficiency in reserves, that when fin: ally they meet the day of 
reckoning, there will not be enough to support this tremendous struc 
ture? 
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Am I to gather that the corporation will collapse too / 

Mr. Spacek. I wouldn’t say the corporation would collapse ; that is, 
in the sense that it will be wiped out. This shock, Commissioner Arpaia 
testified to yesterday, or the day before yesterday, he said it would 
create a shock to the investor to find that out and correct it now. All 
that happens by not correcting it now is accumulation of shock, and 
that when it is known the accumulation is so great. 

Mr. Buarnik. You indicate that a day of reckoning is bound to 
come ¢ 

Mr. Spacek. It has to come, there is no alternative to that. 

Mr. Biarnik. Sooner or later the accumulation will result in a 
breakdown ¢ 

Mr. Sreacex. The earnings must come down because of this item. 
One of the defenses brought in here, as I understand it, is because 
they hope the earnings in the future will be increased enough so that 
they can absorb that loss of what I call fallacious earnings. 

Mr. Brarnix. What do they expect will bring about this increase, or 
hoped-for increase in earnings / 

Mr. Sracek. I don’t know. That is the reason why I say, my own 
analysis is, the shock is inevitable, because I can’t see bees the rail- 
roads could possibly expect a greater proportion of increased revenue 
under their present program than they are now getting, and the only 
way they can get the increased revenue is from the truckers, and they 

can’t get if operating under the policies they are operating under now. 

I can’t say what the future will bring. If we have a war tomorrow, 
we could probably—it would do a great deal to bail out the situa- 
tion. A war always brings a great deal of business to such industries 
as railroads. It was a great factor in preserving the railroad’s eco- 
nomic situation in the last world war that we had. 

Now, if we have something like that, they 


could probably weather 
the storm and 


absorb this reduction in earnings and not create this 
shock. But accounting is not based on that kind of a hope that we will 
find some way out Ww hen the shock comes. From our point of view, the 
shock is inevitable. 

Mrs. Grirririus. To how many people do you think 
major disaster ¢ 

Mr. Spacex. To how many people / 

Mrs. Grirritus. Yes; to how many investors / 

Mr. Spacek. I wouldn't have the shghtest idea, Mrs. Griffiths. You 
see, its effect would be indirect. because the securities are owned and 
held by people who, in turn, are owned and held by others. Um think- 
ing now of investment trusts, although you don’t find many invest- 
ment trusts owning common equities of railroads. But I would say 
let me just put it this way 

Look at table 10, that ‘rill give you some idea, because I do not know 
how many people would be involved. On page 55, that 

Mrs. Grirvvitus. Table 10 

Mr. Sracek. Table 10, ves. That is the exact reproduction of the 
Seaboard Air Line Co. report, from the 1956 annual re port. 

You will note they put out in the footnote at the bottom—they put 
down very carefully, and I think very clearly, the overstatement of 
Income, a ‘ause of this amortization of war facilities, but in the upper 
portion, they say the net income per share, which is the first arrow 


would be a 
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there, 1956 is $4.20, so of that $4.20, 91 cents of it represents income 
created by the deferment of taxes. 

The reason I want to point this table out to you is that you will 
notice that in the second arrow, it indicates the increase in stockholders, 
from 5,672 in 1953, to 11,286 in 1956. 

Mrs. Grirrrrus. That sold the stock, did they float some stock ? 

Mr. Spacek. No. In other words, more people bought that stock, 
consequently, there was an increase in stockholders, which would be 
people, of 5,614. 

Now, those stockholders bought this stock, and to what extent they 
realized what they were buying is a question that I can’t tell, and 
that is yr reason why I state on that table, with a big question mark 
after it, the degree to which the 5,614 additional stoc ckholders relied 
on 91 aoe per share at the time of their investment, and the degree 
to which the new investor, in 1956, might recover his investment if 
the purchase price was based on current earnings. In other words, 
when the 1956 investor took over, and bought his stock, he had ac- 
crued taxes to be paid for in the future, because they were deferred 
from the past to the future. When he bought his stock he took over 
the obligation to pay that deferred tax, and he will have to pay it, 
without getting any of the benefit during the period he owned it, 
because he didn’t own it during the period of deferral. 

Now, there is no way to assume that any stockholder will own 
stock in perpetuity, or in all years, so a deficiency in one year is 
made up by an overstatement from another year. That is the reason 
why earnings statements from year to year must be as reasonably 
accurate as they can be made. What these facts would have been, 
had the correct facts been shown, I don’t know. 

Mrs. Grirrirus. The effect of the deferred shock, that you refer 
to, would be that some people would suffer a disaster, while others 
would buy a pretty good railroad cheap, is that right? 

Mr. Spacek. When it was put on the market ? 

Mrs. Grirrirus. Yes. 

Mr. Spacek. Yes; and I would like to say one thing. I would like 
to refer to this “disaster” word. 

Mrs. Grirrirus. Yes. 

Mr. Spacek. I can’t say, I am predicting, that is not my job 
to predict a disaster. I am just saying I am predicting a condition 
which is going to build up and must be recognized just the same as 
if you borrow money and you can’t defer the day of reckoning to 
repay it. depending upon the terms. And under the terms of defer- 
ment of taxes, the law states that after the 5-year period you have to 
start paving it back, assuming you have earnings. 

Mrs. Grirrirus. Thank you. 

Mr. Brarnix. Mr. Spacek, you were also quoted in the press as 

charging that the railroad accounting study which was undertaken 
by this committee of the American Institute of Accountants was being 
torpedoed, presumably by the railroads. Would you comment on that / 

Mr. Spacek. That word “torpedoed” you found there was a re 
porter’s word and not mine, but in substance, I will have to admit 
that I said that about the railroads. Here is this committee, whose 


report you have gotten into this hearing, by Mr. Murphy—their 


report in which they are trying to determine the variations in ac- 
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counting as compared to generally accepted accounting principles, 
was in process of determination, and while they didn’t issue anything 
to the public or issue anything with respect to what their position 
was, they in turn got the railroads’ v iews with respect to these ques- 
tions. I don’t hesitate to say that there is no reason why the whole 
public shouldn’t be involved in determining what divergencies of 
accounting are. That is the only way I say they can be determined. 
But I don’t see any reason why, and since this particular committee 
was to operate behind closed doors, why the railroads should have a 
preferred position in stating their views as to what they wanted or 
didn’t want. 

Now, the basis on which I made that statement was a letter written 
to the committee members, by Mr. Murphy, conveying what the rail- 
roads had told him with respect to this committee’s work. I realize 
that the railroads are against this changing of accounting rules. I 
have talked to a good many of them myself. Sut until we get our 
facts together, this step is no basis for discussing with the railroads 
to find out just which way they wanted the decision to turn. At that 
time there were no facts presented to the committee, as I understand 
it. And I get that all from my partner. But I have what Mr. 
Murphy said in his letter. This is a letter that he wrote to the other 
members of the committee. He said, “I discussed briefly the principal 
areas of differences so far as the income statements were concerned 
and they did not seem to be particularly surprised or worried.” That 
is Mr. Kendall and Mr. Martin of the Southern Pacific and the Minois 
Central. 

Then he goes on to say, 

Mr. Kendall mentioned that his chief concern was to make sure that we made 
no recommendations which would affect the companies adversely from the stand- 
point of regulation or income taxes. This category included any proposal to 
substitute depreciation accounting for “betterment” accounting so far as rails 
and other track material are concerned. They suggested that the committee 
study the Association of American Railroads’ subjects 423 through 426 in this 
respect. 

I have included in my appendix A the subject No. 424 on this ques- 
tion of betterment accounting. That was the basis of that statement 
that the railroads were influencing or expressing their views to this 
committee before the facts had been determined. 

Mr. Buarntx. As Mr. Murphy indicated, in fact stated in the 
course of his testimony, he did have a discussion with Mr. Kendall of 
Southern Pacific and Mr. Martin. I believe those two gentlemen 
were members of what is called the contact committee for the Associa- 
tion of American Railroads, and they are on the executive committee 
of the accounting division. 

Were they merely presenting their strong feeling and their deep 
concern on replacing betterment accounting with depreciation account- 
ing, or were they, as you say, exerting undue influence on the deter- 
mination of this accountants’ committee ? 

Mr. Spacer. I would say the former, as far as the undue influence 
is concerned, that is a statement of fact and I can’t say whether the 
individuals sm | be unduly influenced, or not. 

What they did do, however, is do exactly as they were asked not to 
do, interfere in the committee report. They said it was contr: ry 
first, you have to look at this: their job was to determine the diver- 
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gencies between generally accepted accounting principles and railroad 
accounting. To my mind that is all they were asked to do. They 
found this was a divergency, they state that in their report, but then 
they go on to say, “but don’t do anything about it,” or “We don’t think 
that anything should be done with it. 

Mr. Buarntk. “In the absence of”—what is the quote. 

Mr. Spaces. “In the absence of evidence indicating that deprecia- 
tion-maintenance procedures would provide more appropriate charges 
to income for the use of such property.” 

Now, I say if they had gotten the facts, they wouldn’t have had to 
base it on that, they could have based it on the facts, and the "vy could 
have proved there was a required change. 

Mr. Biarnrk. Do you have any questions to wind this up? 

Mr. Piarincer. I wanted to ask Mr. Spacek, in connection with the 
failure to provide reserves for deferred taxes—Mr. Bretey, in his ap- 
pearance yesterday, asked, “may not such deferrals be cushioned by a 
change in tax policies including a reduction in the corporate tax rate 
in 1952 to somewhat lower rates and by changes in depreciation sched- 
ules, or even under adverse circumstances by reduced earnings.” He 
also adverted to the increased depreciation charges in connection with 
cutting down the depreciation period of certain railroad equipment, 
and the accelerated depreciation now available under the 1954 code. 

Do you care to comment on that ¢ 

Mr. Spacek. I would be glad to comment. I haven’t had a chance 
to read his testimony. I just glanced through it and fee] it is so far 
from the point that I couldn’t assemble it overnight, to try to com- 
ment on it. I would like to do it, though, before the Interstate Com- 
merce Commission point by point. 

Now then, he said it would be cushioned by the results of accelerated 
depreciation, in particular, I think. ‘That is, the depreciation that 
now may be deferred under section 167. In other words, what he is 
saying is that we can avoid the shock of the consequences of the de- 
ferment of taxes under 168 by getting more deferment under 167, thus 
all he is doing is building up the period by which the shock can accumu- 
late. 

In other words, it is just like refunding a loan. You say “Don’t 
worry about the loan, because you have somebody else that will loan 
you some more.” That is all that isinvolved init. It can be cushioned 
by a further deferment of further taxes, it can be cushioned by a fur- 
ther misstatement of income, and certainly a defense we don’t have 
to face up to it because we will get some credit from another source is 
no defense of the accounting under any circumstances. 

Mr. Briatnix. Do you have any further questions ? 

Mr. Puarincer. No, sir. 

Mr. Buatnix. Mrs. Griffiths ? 

Mrs. Grirrirns. No. ? 

Mr. Buatnix. Thank you very much, Mr. Spacek. Without com- 
menting on the evaluation of the statement and testimony you sub- 
mitted, I do want to say this. As far as the form is concerned this is 
az complete and comprehensive and as well prepared a presentation 

I have seen in the 10 years I have been here. I have presided on 
quite a few committees on public works. We appreciate the forth- 
rightness, and the straightforwardness of your presentation, and your 
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candor in answering the questions, and for calling public attention to 
this problem. 

We tomorrow shall continue with the final witnesses, who are 
representatives of the Association of American Railroads. I wish 
to announce now, with such a volume of material presented, there 
are witnesses who appeared earlier who may like to answer points 
raised by yourself and other witnesses appearing later on, I would like 
to keep the record open for supplementary and additional informa- 
tion that different witnesses may wish to put in. I shall request the 
committee, and I am quite confident the committee will agree to do 
that, don’t you think, Mrs. Griffiths ? 

Mrs. Grirrirns. Yes. 

Mr. Buiarntk. Since some reference was made to you, and although 
the House is in session, there will be no legislative business on this 
session. I thought perhaps Mr. Murphy, you may want to take time 
now to make an immediate answer, with an additional statement you 
may be able to submit in writing for the record ? 

Mr. Murrny. Needless to say, there-—— 

Mr. Buarnik. First of all for the reporter, Mr. Murphy, give your 
full name and your position. 

Mr. Mureuy. Tam Howard D. Murphy, a partner of Price, Water- 
house & Co., and chairman of the American Institute’s committee on 
relations with the Interstate Commerce Commission. 

I don’t intend to attempt to comment on the many differences of 
opinion which I have with Mr. Spacek. But there is one point that 
I think is very important. As you gentlemen and ladies know, the 
independence of public accountants is their principal stock in trade, 
and the charges which Mr. Spacek made in his speech in Milwaukee 
which has been mentioned again here, were so serious that the president 
of the American Institute of Accountants felt it was necessary to 
appoint a spec ial committee to investigate those charges. That com- 
mittee made its investigation and reported to the meeting of the coun- 
cil, the governing body of the American Institute in the latter part of 
April, the 15th I believe, at the Homestead. 

I have not heard the report nor seen it, but I do know it has been 
submitted and is in the hands of the executive committee of the Ameri- 
can Institute at the present time. I think that report should be re- 
quested and should be put in the record in answer to those charges. 

Mr. Buarnirk. We will request the report. 

(See appendix, exhibit 12, p. 274.) 

Mr. Murruy. That is all the statement I want to make at the 
present time. 

Mr. Brarnix. Thank you. The meeting is adjourned until to- 
morrow morning. 

I am sorry, Mr. Spacek, before we adjourn, do you have anything 
tosay ‘ 

Mr. Seacex. No; except I concur in Mr. Murphy’s request, I would 
like to see the report myself. The second is, I hope if you are allow- 
ing people to comment on various comments of others, and I am not 
sure you will ever terminate this hearing, but does that mean I have 
that privilege, too? 


Mr. Brarnix. Yes: you do. I hope we don’t carry this into an in- 
definite period. 
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Mr. Spacex. I agree. I am not going to try to comment on the 
factual data, because I think that the real spot for that is before the 
Interstate Commerce Commission at the hearings that they obviously 
intend to hold on all but these two tax deferinent questions, which 
they have not so far scheduled or do not, so far as I know, do not 
intend to schedule, that is, to account for proper provision for tax 
deferment under war facilities, and under section 167. 

Mr. Buatrnix. The meeting is adjourned until 10 o’clock tomorrow 
morning. 

(Whereupon, at 12:18 p. m., the subcommittee adjourned until 
10 a. m., Friday, May 3, 1957.) 
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FRIDAY, MAY 3, 1957 


House or REPRESENTATIVES, 
SUBCOMMITTEE ON LeGaL AND Monetary AFFAtrRs, 
1F THE COMMITTEE ON GOVERNMENT OPERATIONS, 
Washington, D. C. 

The subcommittee met, pursuant to notice, at 10 a. m., in room 

1501-B, New House Office Building, the Honorable John A. Blatnik, 
chairman of the subcommittee, presiding. 

Present: Messrs. Blatnik (presiding), Minshall, and Mrs. Griffiths. 

Also present: Jerome PI: apinger, subcommittee counsel; Curtis 
Johnson, staff director; and Elizabeth D. Heater, clerk. 

Mr. Buiarntx. The Legal and Monetary Subcommittee will please 
come to order, for further consideration of Railroad Accounting 
Procedures prescribed by the Interstate Commerce Commission. 

Our first witness this morning is Mr. A. R. Seder, financial vice 
president, Association of American Railroads. 

Mr. Seder, I notice you have a prepared statement. Will you 
please proceed. 


STATEMENT OF A. R. SEDER, FINANCIAL VICE PRESIDENT, 
ASSOCIATION OF AMERICAN RAILROADS 


Mr. Sever. Mr. Chairman, Mrs. Griffiths, Mr. Minshall, and ladies 
and gentlemen of the committee staff; my name is A. R. Seder and I am 
vice ‘president of the Association of American Railroads in charge of 
its finance, accounting, taxation and valuation department. Inc iden- 
tally, may I say I am within less than a month of completing 39 con- 
tinuous years of railroad service, of which the last five have been with 
the Association of American Railroads, and the rest of the period with 
the Chicago & Northwestern Railway System. 

It is probably unnecessary to describe the Association of American 
Railroads to you. Suflice it to say that it is a voluntary association of 

railroads, including in its membership railroads operating approxi- 
mately 95 percent of the mileage of all railroads in the U nited States 
and having operating revenues which are approximately 95 percent of 
the total operating revenues. 

The purpose of this proceeding, as we understand it, is to inquire 
into the accounting regul: rego - the Interstate Commerce Commis- 
sion for r: ailroads; that is to say, its uniform system of accounts for 
railroad companies, as to their adequacy in reflecting the financial 
facts and their responsiveness to the principles of good accounting. 
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While at first blush it might appear that the railroads are not directly 
involved in this proc eeding and that it is an inquiry into the fune tion- 
ing of one of the F ederal agencies of government, the fact of our 
invitation to appear before your committee is ev idence of recognition 
that the railroads are vitally involved. Of course, it is true that. the 
railroads are required by law to perform their accounting in accord- 
ance with the system of accounts prescribed by the Interstate Com- 
merce Commission, and this they do. Periodic field examinations are 
made by representatives of the Commission for the purpose of seeing 
that prescribed rules and practices are followed. 

The position of the railroads in this proceeding can well be il- 
lustrated by the analogy to the case of a patient whose state of health 
is the charge of his physician. If another physician interjects himself 
into the case, demanding changes in treatment or prescribed way of 
life, any change, whether for good or for bad, primarily affects the 
patient and not the physicians. The position of the railroads can be 
stated as simply as that. No matter what may eventuate, it will be 
the railroads who will be primarily affected, not this committee nor 
the Interstate Commerce Commission. 

Accounting is not an exact science any more than is the practice of 
medicine. Just as the physician must adapt his treatment to his pa 
tient, in the light of all of the determinable facts about him, so must 
a good accountant adapt his accounting procedures to the particular 
facts and situation confronting him. 

Railroad methods and procedures are, in certain respects, as will 
be more fully developed, unique in industry, and proper accounting 
must recognize this fact. The railroads share equally in the concern 
of the Government, the public and the accounting sediaslon in seek 
ing improvement in ace ‘ounting procedures, as well as in technological] 
advancement. They are as interested as anyone else in proper and 
correct accounting. But they are not interested in change for the mere 
sake of change. The railroads will, to pursue my analogy, vigorously 
oppose taking any medicine prescribed for someone else, which will 
not benefit, but will harm them. 

A committee representing the American Institute of Accountants, 
constituted in response to the request of the New York Stock Exchange, 
has been engaged in a study of so-called “divergencies between rail- 
road accounting practices and generally accepted accounting prin 
ciples in other industries.” Its report has been submitted to your 
committee. 

In requesting cooperation from the staff of the Interstate Commerce 
Commission, the stock exchange suggested also that the Association 
of American Railroads be asked to form a committee which would be 
in position to consider the problem to be formulated by the special 
committee of the ATA. Within about a month of the time that the 
ATA committee was set up, the stock exchange made such a request of 
~ Association of American Railroads, and in my letter to Mr. Phillip 

L. West, vice president of the New York Stock Exchange, dated July 
24.1956, I said: 

This will acknowledge receipt of your letter of July 18, 1956, regarding prob- 

lems arising out of divergencies between accounting practices of the railroads 


and those of other industries, and steps you are taking to have 


this situation 
studied. 
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As I stated to you in our discussion on July 17, the Association of American 
Railroads will, of course, be glad to cooperate with representatives of the In- 
terstate Commerce Commission and with the special committee appointed by 
the American Institute of Accountants. I had an opportunity on July 20 to 
present the matter to the contact committee of our accounting division, and it 
was decided that this committee, regularly constituted under our rules of 
order, with functions that would comprehend the study now contemplated, should 
act on behalf of the accounting division, Association of American Railroads. 

The membership of this committee is as follows: 

Here were given the names of the members of the contact committee. 

It must be clear that far from any purpose to resist or to sabotage 
the proposed study, it was and still is, the intention of the railroads to 
cooperate in the progressing of this matter. 

Numerous railroads have long-standing connections with some of 
the leading public accounting firms of the country, firms that through 
years of experience with their railroad clients have become thoroughly 
familiar with railroad techniques and problems. The railroads have 
sought and continue to seek the advice of such firms and have worked 
closely with them. The railroads keep informed about research being 
carried on by public accounting firms; they keep in close contact w ith 
such firms to get the benefit of third-party points of view; they are 
to an increasing extent apprised of methods, procedures, etc., de- 
veloped by such firms. 

Having given something of the background, I should like now 
to deal in some particularity with certain of the allegations which 
have been made to your committee as to unsound accounting practices 
required of and followed by the railroads. They are undeniably 
technical in nature, but I shall endeavor to treat them, as I assume 
you would like to have me do, in as nontechnical terms as possible, 
and without burdening you with all of the volume of words and 
nee which might be presented in support of our position. 

The allegation that replacement accounting, and in connection 
aucuase betterment accounting, as to the track structure should be 
eliminated, and depreciation accounting prescribed in lieu thereof. 

In simple language, this proposal would have the railroads capital- 
ize the cost of re oo Admittedly, depreciation accounting is a 
generally accepted broad accounting principle and we certainly do 
hot Oppose its use where it is ap propri: ite. The railroads e mploy de- 
preciation accounting with respect to all property where that method 
most nearly produces correct accounting results and portre ays the 
facts—granting, of course, th at there is not and cannot be anything 
precise about it; that is, about depreciation. 

The contention that this method should be applied to the track 
structure, however, appears to us to be based upon a lack of wnder- 
standing as to what the track structure is, its physical nature and how 
it functions. The track structure is a unique piece of property. 
While, basically, it is made up of thousands of lengths of steel rail, 
thousands of items of track fastenings and other track material, and 
millions of crossties laid over tremendous quantities of ballast and all 
resting upon a prepared grade, it all functions as a continuous unit. 

What is used in the movement of trains is not the rails or ties as 
separate components, but the entire track structure as an entity. Un- 
like most other property which continues to perform useful service 
even while the processes of deterioration are going on. the track struc- 
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ture must be maintained in a good state of repair day and night if it 
is to function, so that after 50 or 100 years it is in at least as good 
if not better condition, and of equal or greater serviceability than it 
was when constructed. 

A single broken rail takes the entire section of track out of service 
until it can be repaired by the installation of a new rail. I cannot 
emphasize too strongly the constant maintenance which the track strue- 
ture requires. The attempt is sometimes made to draw an analogy 
between the poles of a telegraph or telephone line and the elements 
of the railroad track structure. The fact is, however, that the com- 
munication system will continue to function even when some of the 
poles are quite rotted and replacements can be programed in system- 
atic fashion. On the railroad, the track must be inspected every day 
and necessary repairs made immediately if trains are to continue to be 
operated. 

The entire function of maintaining the track is, in fact, a repair 
activity which maintains the track at necessarily required operating 
standards. In other words, as long as the track is maintained to such 
standards, there is no loss in service capacity of the track structure 
as a whole. 

The type of accounting employed by the railroads exactly fits and 
reflects the physical facts. It treats as current repairs the cost of work 
done to maintain the track at predetermined standards and states the 
expense as a charge at the time the cost was actually incurred. That 
this method of accounting for railroad property is proper, was rec- 
ognized in Southern Railway Co. v Com. (74 F. 2d 887), wherein the 
Court said, on page 890: 

It would be inconvenient, if not impractical, in railroad accounting to charge 
every item having a life of more than 1 year to capital account and allow 
depreciation on it as a deductible item of expense; and in a great business where 
thousands of similar replacement or repair items are involved, nothing would be 
gained by such a system of accounting, since, on the law of averages, expenditures 
for such items during a given year would substantially balance the depreciation 
for that year. The proper accounting practice, therefore, is to allow normal 
expenditures for repairs and replacements as an expense of the business and not 
to allow depreciation on such items except to the extent that it may not be 
covered by expenditures for repairs and replacements. This was approved by the 
Circuit Court of Appeals of the Sixth Circuit in NV. C. & St. L. Ry. Co. v. U. 8S. 269 
Fed. 351, 354 (cert. denied 255 U. S. 569). And see Lindheimer vy. Illinois Bell 
Telephone Co., 292 U. S. 151, 167, 168, where the relationship between depreciation 
and current maintenance is discussed. 

Expenditures for repairs and replacements, therefore, when no greater than 
necessary to maintain the property of the railroad at the normal level of main- 
tenance, merely counterbalance depreciation and are deductible from income, 
just as depreciation is deductible, in that they represent a necessary expense in 
the earning of income. 

Mr. Piarrncer. Mr. Seder, may I interrupt, please? Do you know 
the date of this case ? 

Mr. Sever. I can’t tell you offhand. 

Mr. KavurrMan (vice president, law, Chesapeake & Ohio Railway 
Co.). Approximately 1943, Mr. Plapinger. 

Mr. Piarincer. Excuse me, another question on this case, Mr. Seder. 

Was the question of depreciation of track structure or the question 
of accounting for track structure involved in this case? 

Mr. Sever. I think it was all accounts—all property. 

Mr. Prartncer. All railroad property ? 
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Mr. Sever. Yes; all types of property. I should say except equip- 
ment. I don’t recall : any mention of equipment there. 

Mr. Piaprncer. I’m sorry, Mr. Seder, I didn’t hear you. 

Mr. Sever. I believe equipment was not included in that. 

Mr, Piarincer, Equipment was not included ? 

Mr. Seper. Equipment was not included in that. 

Mr. Biarnik. Please proceed, Mr. Seder. 

Mr. Sever. Of course, where there is definite improvement involved, 
such as in the substitution of heavier for lighter rail or application of 
tie plates and rail anchors in this repair process, the cost at current 
prices of the additional weight and of additional material, represents a 
ct — investment and is properly accounted for as such. 

should be noted, in the light of the purpose of these hearings, that 
dos ‘effect of a change from the present method of accounting for the 
maintenance of the track structure to depreciation accounting, would 
be initially to divert large amounts from charges to operation, to the 
investment or capital account, and this it is believed would fallaciously 
indicate larger earnings of the railroads. Fallacious, because the effect 
would be manele the result of a bookkeeping entry which would defer a 
large part of maintenance charges to the future. The end result, we 
submit, would be to distort actual earnings, and this would not be in 
the public interest. 

Not to be overlooked is the extremely practical problem of account- 
ing through the property account and the depreciation accounts for 
millions of individual track components. Even the use of the latest 
in high-speed electronic data processing equipment which numerous 
railroads have already acquired or are now preparing for would not 
make such accounting anything but an onerous, costly and time-con- 
suming job. For the purposes of illustration, I am thinking of a par- 
ticular railroad which maintains 4,624 miles of track. It has 12,863,000 
crossties in 4,372 miles of track and 252 miles laid with bridge and 
switch ties. In 4,624 miles of track, there are some 1,248,000 standard 
lengths of rail, together with millions of pieces of track fastenings. 

I should like to call to your attention three, among numerous other 
considerations supporting our view. The first relates to the effect 
upon the accounts of the inflation spiral in which we are caught. 
Under the present method of accounting for track structure, rail, to 
the extent it represents weight equivalent to that of the rail laid in 
the original construction, is stated in the property account at cost at 
that time. Let us assume, for example, that the rail in a given piece of 
track weighs 100 pounds to the yard and is in the property account 
at original cost of $60 per ton. In the repair procedure, that rail is 
taken up today and replaced with new 100-pound rail which cur- 
rently costs $100 per ton. We still have the same section of rail in the 
track, it performs exactly the same function that had been performed 
by the track yesterday, it is intended to and does carry the same loads, 
and yet it is proposed through the depreciation accounting method to 
increase the property account for that particular item by 6624 4 percent. 
Not only does this capitalize repairs, which is unjustifiable, but the 
only thing it has added to the property account is the dollar inflation 
that has occurred. 

To put it another way, the present accounting method is superior 
to depreciation accounting since it clearly reflects the inflation of price 
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levels which depreciation accounting cannot do. This is true whether 
depreciation accounting may be established on a use, straight-line or 
some other basis. 

A second consideration I should like to mention is the claimed lack 
of provision for eventual retirement or abandonment of the track 
structure. Here, again, the practicalities of the matter are important. 
The accounting rules provide that the loss in connection with retire- 
ment of the track shall be charged to operations for the year in which 
retirement occurs. From an accounting viewpoint this has worked 
equitably and without distortion of the accounts thus far, and ex- 
perience has shown that this will continue to be the fact. 

A third consideration is the degree of flexibility which the present 
accounting practices with respect to the track structure permits. 
Standards of maintenance must be met whether traffic is heavy or light. 
In periods of a higher volume of traffic with higher revenue, there is 
concurrently more wear and tear and more repair necessary. Those 
are the years in which heavier expenditures are not only needed but 
are more feasible financially. Contrariwise, in periods when traffic 
is lighter, revenue is lower and the wear and tear on the track lighter, 
less repair work is called for and less drain upon the treasury indi- 
cated. This is in exact accord with the facts in the case. More traf- 
fic, more revenue, more charges to keep the track up to standard. 
Less traffic, less revenue, less charges for keeping the track up to 
standard. 

The imposition of different depreciation methods would ignore im- 
portant facts and would tend to create less stability in railroad income. 
At the same time, the charging to expenses of depreciation is no assur- 
ance that the work is being done, and consequently the present method 
is more revealing of actual maintenance performed. The present 
method, I submit, is in the public interest. 

Complaint has been made that, under the present method of account- 
ing for the maintenance of the track structure, the investment or capi- 
tal account of the railroads does not reflect the true cost of the property 
now in existence. That account reflects just what it is intended to 
reflect, the investment in the property. For example, the original 
investment in a track structure was based on the original costs of the 
rails. ties, track material, ballast, and labor in building the track, 56- or 
60-pound rail with appropriate fastenings. From time to time there- 
after, as the rail, ties, and track materials have been replaced, the cost 
of the additional weight of the rail and fastening, additional items of 
track material, and additional ballast have been added to the capital or 
investment account, and the other costs of replacements including the 
labor expense of removing the old parts and placing the new have 
been charged against operations. 

Also, the cost of extensions to the track structure, additional track 
structures such as second, third and fourth mains, side and yard tracks, 
have been added to the capital, or investment, account. Therefore, the 
capital or investment account of the railroad reflects the facts; namely, 
the investment, or capital as it may be termed, to date, in the track 
structure. It follows that this account cannot be said to be overstated. 
It is equally clear that if the proposed substitute for replacement ac- 
counting is required, there would be an inevitable increase in the 
investment account. 
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Allegation that railroad earnings of recent years have been 
overstated due to failure to provide reserves for F ederal mip taxes 
deferred by reason of the amortization of the cost of defense facilities. 

This contention arises out of the accounting prescribed by the Inter- 
state Commerce Commission in December 1951, with reference to that 
portion of the cost of property amortized over 5 years for income-tax 
purposes, by reason of emergency necessity certificates. The Commis- 
sion then ruled that only normal depreciation should be accrued in the 
accounts as to such costs, and that no adjustment should be made in the 
tux account by reason of the tax deferral. 

A substantial part of the railroad industry was in disagreement with 
the ruling at the time, but having been made, the railroads followed 
it, and significantly no request was made upon the Interstate Com- 
merce Commission for reconsideration until some 4 years later, when 
Arthur Andersen & Co. raised the issue. 

Whether or not the i cenmaae seats ruling at the time it was made was 
proper is not now the issue, although there are certainly arguments in 
its favor. That tax deferral was involved is plain, but in precisely 
what amounts is speculative. The amounts depend, of course, upon 
what the tax rates may be over the remaining life of the amortized 
property and upon the level of net income during this same remaining 
life. If in certain years there is no net taxable i income, there would 
be no tax benefit available by reason of normal depreciation. More- 
over the fact that nondepreciable property was certified for amortiza- 
tion further complicates this picture. Hence, there can be no certainty 
in what amounts a tax reserve would be carried back to income. Cer- 
tainly, this would be one reason for stating taxes in each income period 
upon the basis of what is actually pay able, which is what the Commis- 
sion prescribes, 

Again, that is not now the issue. The question is whether the ruling 
should be changed more than 5 years after its issuance, and after 6 
years’ accounts have been closed and reported upon to the public in 
confor mity with the ruling. The amortization goals have been closed 
as to the railroads. Their stockholders and the investing public gen- 
erally have been thoroughly informed, through annual reports and 
amply financial publicity, as to the facts. There is no way now of 
recalling the reports or changing the accounts for the 6 years 1951 to 
1956, inclusive. The proposal now made is to take out of retained 
earnings of past years, previously reported as current net income, 
amounts which would be added to and reported as income of later 
years. Such fictionalization of the railroad income statements for 
many years to come is something which we do not believe this com- 
mittee should or would knowingly countenance. 

The disposition of the money made available through tax amorti- 
zation deductions is important. The bulk of this money available to 
the railroads was spent on new equipment and plant facilities which 
in years to come will make railroad operations more profitable than 
they would otherwise be. To this extent, then, any overstatement of 
income occasioned by tax amortization deductions may well be a per 
manent overstatement occasioned by better earnings, whic! h in reality 
is no overstatement at all. And even if it be conceded that railroads 
would have been compelled to acquire new equipment oe facilities 
without the benefit of amortization, their only recourse would have 
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been to borrow money otherwise made available through amortization 
deductions. This would have resulted in increased interest costs 
which would have deflated taxable income over an extended period, 
having much the same effect in the long run as the decrease in tax 
liability caused by amortization deductions. 

Further than this, the proposed change in accounting for Federal 
income taxes would actually cost the railroads additional money and 
reduce their net income. It is the practice of many if not most States 
to base their assessments for levying of taxes upon railroads in part 
upon a capitalization of average net railway operating income over 
a representative number of years. Certain States have this written 
into their law. In these cases the reported income for 1956 and prior 
years has been or is now being used as a basis for determining State 
property taxes. Such taxes have been or are being paid. To State 
the accounting now would rob the railroads of future reduced State 
assessments which would otherwise result. It would inevitably tend 
to increase railroad State taxes, rather than to reduce them, For what 
it may be worth, I direct your attention to the fact that regulatory 
rules are prospective and not retroactive under usual procedures. 

Now, if I may depart just a moment from my prepared statement. 
In connection with this matter of deferred taxes, I should like to cal] 
to the attention of the committee and ask to have placed into the rec- 
ord an article published in Standard & Poor’s Railroad Securities, 
the Weekly Outlook section, dated April 11, 1957, entitled, “Amortiz- 
ation Tax Benefits Analy zed.” 

And I would like to read the concluding paragraph of this article. 

We conclude that amortization does give rise to some overstatement of earn- 
ings. But it seems apparent that but for this provision of the tax law, the 
railroads would not be able to spend a fraction of current outlays on equipment 
and improvements that afford handsome returns on the investment. Also, 
railroad management is fully aware that such tax benefits are not permanent 
and presumably is taking steps to provide a cushion against their eventual dis- 
appearance. Moreover, it appears to us that the situation has been thoroughly 
recognized in the market and that investment policy should be geared to recogni- 
tion that the tax windfall will evaporate gradually, will be replaced by other 
methods of preserving the cash flow and that there will be no sudden adverse 
impact on earnings. 

Mr. Buatrntx. Mr. Seder, without objection, this article will be put 
in the record at this point. 

(The article referred to above is as follows:) 


[From Standard & Poor’s Railroad Securities, Weekly Outlook section, April 11, 1957] 


AMORTIZATION TAX BENEFITS ANALYZED 


Result in Some Overstatement of Earnings—But This Is Reflected in Going Prices 
for Rail Stocks—Benefits Will Ease Gradually—Some Offsetting Factors Being 
Developed 


Tax benefits from accelerated amortization continue to provide considerable 
fare for discussion among investors, railroad officials, and accountants. By and 
large, the very existence of these benefits is viewed with alarm on the theory 
that (1) they are merely temporary, and (2) that railroad earnings are over- 
stated by the amounts of tax deferment involved. 

Under current ICC accounting regulations, the excess of amortization over 
normal depreciation may not be entered on the books as an item of deduction. 
On the other hand, it is a deduction for Federal income tax purposes. The tax 
benefit thus enjoyed is reported on railroad statements to their stockholders and 
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to the Commission. Hence, there is no doubt that there is an area of over- 
statement of earnings to some extent. 


BENEFITS NOT PERMANENT 


There is also no question but that amortization tax benefits are not a permanent 
factor. For the most part, they will run out by 1960. In a few isolated instances, 
certificates were granted for property improvements that have not yet been com- 
pleted—hence, as to these items, depreciation and accelerated amortization will 
not commence for awhile and the latter will run for 5 years from the date of 
acquisition of the property. 

By no means, however, does this suggest that amortization tax deferment 
benefits will come to a sudden halt this year or next. Rather, such benefits will 
continue to decline at a fairly orderly rate. For example, it is estimated that 
tax benefits came to approximately $180 million for all class I roads in 1956. 
We estimate, on the basis of samplings from most of the major railroads, that the 
1957 total will be some $165 million and that the 1958 figure will be around $140 
million. 

The accompanying table sets forth official company estimates. The first three 
columns indicate the excess of amortization over normal depreciation—actual, 
in most instances, for 1956, and estimated for 1957 and 1958. Columns 4 through 
6 set down the tax deferment based on the going statutory tax rate of 52 percent. 
These are then worked out to a per share basis. For purposes of comparison, 
going dividend rates are then compared with 1956 earnings adjusted to eliminate 
the tax benefit. 

SITUATION REFLECTED IN MARKET 


By this time, investors are thoroughly aware of the amortization situation. 
Hence, it must be assumed that it is fully reflected in going prices for railroad 
common stocks. It would follow, therefore, that the gradual elimination of such 
tax benefits come as no shock in the market. 

There are other factors to be considerd, too. It seems that little, if any, recog- 
nition has been accorded other concrete benefits flowing from the tax deferment 
situation. The railroads are afforded a sizable cash flow now. This is enabling 
them to make investments in rolling stock, diesel power, and plant facilities— 
including yards and modern signaling—that are calculated to provide a far 
greater return than the tax benefits that ultimately will disappear. 


SOME OFFSETS 


Nor does the apprehensive viewer take cognizance of the growth of railroad 
earning power that is expected to develop in coming years. This should flow 
not only from revenue gains that are a natural consequence of population and 
industrial growth, but also from technological gains that should enable the rail- 
roads to come to closer grips with the problem of mounting operating costs. 

The decline in earnings that would stem from disappearance of present tax 
benefits may also be alleviated—at least in good measure—by adoption of the 
newer regular depreciation methods provided for under the Internal Revenue 
Code of 1954. The declining balance and sum-of-the-digits methods result in 
faster depreciation than the straight line method. However, only the latter at 
rates approved by the ICC is included in operating expenses. Hence, the excess 
charges under these new modes of computation produce a tax deferment in much 
the same manner as amortization. 

A few roads have already adopted these new methods of depreciation. To 
illustrate the impact: New York, Chicago & St. Louis will enjoy tax deferment 
via accelerated amortization to the tune of about $1,308,000 in 1957, with a drop 
to $1,024,000 in 1958, to approximately $525,000 in 1959 and some $220,000 in 
1960 (assuming no change in tax rates). On the other hand, tax deferment for 
Nickel Plate through use of the new depreciation methods will be around $358,000 
in 1957 and will rise progressively to about $723,000 by 1960. Presumably, if 
additional depreciable property is acquired in the interim, the tax benefits will 
rise accordingly. 

ONE OFFICIAL VIEW 


The top financial officer of another major railroad has this to say: “Usually, 
when writing someone on the subject of amortization, I find it necessary to devote 
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a paragraph or two to explain that the eventual rundown of these tax defer- 
ments will be offset by revenue growth, cost reductions, accelerated depreciation, 
shorter equipment life allowances, etc. However, after reading S. and P.’s 
article on New Depreciation Methods in the January 3 issue of Railroad Secu- 
rities Weekly Outlook, I am pleased to note that no such explanation is needed 
here. This is the first I have seen by a major financial service which deals ade 
quately with the amortization situation. It should do much to dispel the notion 
that railroad earnings will drop off sharply when amortization has run its course.” 

By and large, the railroads have not set up reserves against the time when 
amortization tax deferments will have run out. However, some roads have taken 
countermeasures. Among these have been the refunding or exchange of pre- 
ferred stocks with income bonds to enlarge the tax credit base. In the case of 
Bangor & Aroostook, amortization tax deferment is applied to accelerated repay- 
ment of debt incurred in purchase of the affected equipment, and is not taken 
as an item of reported earnings. Texas & Pacific applies savings to reduction 
of mortgage debt. 

For the most part, going dividend rates constitute a comparatively large per- 
centage of adjusted net (reported net less amortization tax benefits). Notable 
exceptions are Baltimore & Ohio, Bangor & Aroostook—whose earnings do not 
include the benefit—Chicago Great Western, St. Louis Southwestern (Cotton 
Belt) and Wisconsin Central. Soth B. and O. and Great Western, however, 
pay dividends out of ‘available’ net after sizable sinking and capital fund de- 
deductions, while Cotton Belt, is not calculated to increase payments until litiga- 
tion involving preferred participation privilege is resolved. 

In some instances, dividend payments are rather generous by comparison with 
earnings “ex” tax deferment. Santa Fe, Milwaukee, Erie, G. M. & O., Seaboard 
and Western Pacific are cases in point. However, it should be noted in this 
connection that the railroads have an additional source of cash inflow from de- 
preciation, sale of scrap, etc. 

We conclude that amortization does give rise to some overstatement of earn- 
ings. But it seems apparent that but for this provision of the tax law, the rail- 
roads would not be able to spend a fraction of current outlays on equipment and 
improvements that afford handsome returns on the investment. Also, railroad 
management is fully aware that such tax benefits are not permanent and pre- 
sumably is taking steps to provide a cushion against their eventual disappear- 
ance. Moreover, it appears to us that the situation has been thoroughly recog- 
nized in the market and that investment policy should be geared to recognition 
that the tax windfall will evaporate gradually, will be replaced by other methods 
of preserving the cash flow and that there will be no sudden adverse impact on 
earnings. 

Rates: The timetable in the “rate of return” freight case ex parte 206, has 
been set back further due to rescheduled regional hearings. Oral argument be- 
fore the ICC will be held June 3, instead of May 1. 
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Mr. Buiarnik. A question on the conclusion in this article. It states 
that railroad management is fully aware that such tax benefits are 
not permanent, and presumably is taking steps to provide a cushion 
against their eventual disappearance. 

“Could you elaborate any further on behalf of the railroad industry, 
whether actu: al steps are now being taken or considered? Just wh: it 
are those steps? 

Mr. Sever. Yes. The railroad managements are extremely active 
these days in technological research and ‘development i in the finding of 
new methods to prov ide additional economies, and also to secure gre: ater 
traffic. 

They are making traffic surveys and studies and finding ways of 
approaching shippers for their business that they have not used be- 
fore. The improvements in development of rails and of cars and 
matters of that sort are under constant study and producing very 
worthwhile results. In the field of an area in which I am perhaps 
more interested than in actual operation, we find all of the larger rail- 
roads going into the use of the electronic computing machines in an 
endeavor to get this very substantial paperwork problem reduced. 
There are tremendous economies possible in that, and these efforts 
are bearing fruit in the way of reduced expenses. 

The use of centralized traffic control, for example, which was started 
during or immediately after the war period, and which now has had 
a resurgence in interest and in application is a very good illustration 
of this. It accomplishes, with a single track, for example, what a 
double track would do before, and by means of the elmination of : 
considerable amount of trackage it has been possible to save a ali 
deal of money 

Those are Tust some illustrations that come to my mind. 

Mr. Briarnus. Are the railroads currently asking for an increase in 
rates, both freight and passenger, before the ICC? Would that be 
part of the action contemplated ? 

Mr. Seper. The railroads are seeking rate increases before the ICC, 
and of course, these increases at the present time are dictated almost 
entirely by the need for revenue occasioned by substantial wage in- 
creases and increases in cost of steel, fuel, and other materials. But 
the se are viewing this—of course, we didn’t write this con- 
clusion—the facts are, though, the railroads are viewing this as one 
of a coke of items of increasing expense, chiefly increases in labor 
costs with which they are going to be faced within the future just as 
they have been faced with in the past. 

The increase in railroad retirement taxes and unemployment taxes, 
for example, is another problem that the railroads have to meet, and 
they have in the past and they will again find ways to meet them. 

As a matter of fact, the amount that would be contributed from a 
tax deferral reserve, after this 5-year period is finished, per year, 
is nothing in comparison with some of the wage increases that we 
have had. Assuming, for example, that there is $1 billion involved, 
and that would spread over 20 years, that would be $50 million a 
vear. Some of these wage increases we have had have cost several 
hundred million dollars a year. It has been necessary to meet those. 
The railroads have been able to meet them and sti iy out of insolvency, 
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they will meet this also, either through technological developments 
or some way or another. 

Mr, Biarntx. Thank you. 

Mr. Sever. May I add one other thing. The coming of the diesel 
Was, in a sense, a revolution on the railroads, and a lot of people don’t 
understand all that was involved in it. There was a lot more than 
a mere decrease in cost of maintenance, or even decrease in cost of 
fuel, although bot! were substantial. There was a tremendous change 
in the use of the track involved. There was the old steam engine, that 
huge driving wheel, with which all of you are familiar, with the 
heavy driving rods, and every time that wheel got to the point where 
the driving rod was coming down, that caused a tremendous impact 
upon the rail. That is the thing that wore out the rail more than 
almost anything else. ‘The diesel, with its comparatively small wheel, 


with no point at which the application of power produces any greater 


impact upon the rail than at any other time, just simply does not 
cause nearly the wear on the rail. 

Rail that used to last a given number of years, for example, now 
has had its life treme ndously extended. The same thing is true with 
ties. The diesel advent has caused a change in the wear upon the 
ties. And so I’m citing all of that merely to say to you that we have 
had this diesel revolution. I don’t know exactly what the next one 
is going to be, but we are going to have another one that is going to 
have a similar impact upon the railroad economy. 

One thing that is right along that line is the change in the method 
of track maintenance. It used to be that the railroads had section 
gangs on sections that might run 5, 7, 10 miles long, and each section 
gang performed the maintenance on that particular piece of track. 
Now it isn’t done that way at all. ,Now we have floating gangs. More 
than that, we have machines that have revolutionized the way in which 
ties are replaced, in which rail is laid. The ballast that used to be 
scooped out and very largely discarded now is washed and cleaned 
and put right back by the machine while the machine is right there. 

That is just an example of the revolution that is going on and 
which will produce the economies that will assist the railroads. 

Mr. Minsnarty. Mr. Chairman. 

Mr. Brarnix. Mr. Minshall. 


Mr. Minsnauyi. Why have some of the railroads let their track go 


to pot literally? I mean the condition of some of the roadbeds I have 
ridden on, at least—I am not an expert, but just a passenger—but it 
is atrocious the w Tay it rides. 

Mr. Seper. Are you referring to main-line tracks? 

Mr. Minsiacy. I’m referring to main-line tracks. You say it is 
so easy to maintain now, and the diesel doesn’t give them the pound- 
ing that the old steam locomotives used to, but for the past 2 years I 
have one railroad in mind that has completely left their roadbed de 
teriorate completely. It is not just my opinion, it is the opinion of 
experts and many others whom I know. 

Mr. Sever. There may be exceptional or individual cases in which 
they have been obliged to spend less money on their maintenance be- 

cause of situations that have been local to the line, but as a general 
thing it is not my observation—and I am not an engineer—I haven’t 
had time of late to do much traveling. 
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Mr. MinsHau. It happens to be one of the railroads that shows the 
higher rate of earnings than many of the others—dividend rate, and 
so forth. 

Mr. Sever. Well, I’m afraid I can’t give you an answer to that 
question, then, because I would have to find out just exactly what the 
inanagement’s problems were. 

Mr. Mrinsuatn. You mentioned here in your statement, at the top 
of page 5—what are the necessarily required operating standards that 
you mention’ In other words, you say: as long as the tracks are 
inaintained at such standards—what is the operating standard in your 
opinion ¢ 

Mr. Seper. Well, in order to give you a good answer I would have 

» be an engineer, of course, but I do know that the engineers, in 
viding over the tracks constantly, as they do, have certain standards 
as to low spots, the ends of rails, and all that sort of thing. They 
also have standards as to the appearance of a rail and its “physical 
condition—of a tie, I should say, and its physical condition, at which 
time they mark it for removal and replacement. 

Mr. Buarnix. Mr. Seder, please continue with your statement. 

Mr. Seper. This statement, it will be noted, has dealt with the two 
principal matters treated in the report of the committee of the Ameri- 

Institute of Accountants. As to track components, the committee, 
with 1 member out of 6 dissenting, concludes— 
that no substantial useful purpose would be served by a change to depreciation 
accounting techniques in the absence of evidence indicating that depreciation- 
maintenance procedures would provide more appropriate charges to income for 
the use of such property. 

In the matter of tax deferrals arising out of amortization of de- 
fense facilities for tax purposes, the committee supports the tax re- 
serve method as sound accounting. We have neither supported nor 
disagreed with this view. Our position relates to the practicalities 
of the timing, and as to this the committee expresses No view. In 
its concluding paragraph the ATA committee makes it plain that its 
views are confined to the narrow area of what is sound accounting 
practice. Itis stated: 

The basic question as to all these variations, it seems to us, is whether in 
the public interest and at the same time with full regard to the objectives 
of the Interstate Commerce Commission in the fulfillment of the responsibili- 
ties with which it is charged, it is appropriate and desirable that the uniform 
system be brought into conformity, at least for the purposes of financial report 
ing, with generally accepted principles of accounting. Our committee considers 
that, in a technical sense, its own views in relation to this question are relevant 
only to the extent that a question of sound accounting practice is involved. 

The other matters raised in the report of the committee of the 
American Institute of Accountants have, as your wager ates knows, 
heen made the subject of rulemaking procedure by the Interstate 
Commerce Commission, served upon the railroads and other inter- 
ested parties under date of April 12,1957. It must be borne in mind, 
however, that the recommendations of the ATA committee, other than 
the one dealing with tax deferrals, would in their application have 
no significant effect upon reported earnings of the railroads. Certain 
of them would concern only a relatively few railroads, while others 
have to do with manner of reporting on the balance sheet. 
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The changes in accounting rules therein proposed are receiving the 
careful and earnest consideration of the railroads through appro- 

priate committees and otherwise and they expect to file their views 
and arguments as required by order. 

That concludes my prepared statement, Mr. Chairman. 

Mr. Brarnix. Thank you, Mr. Seder. 

Mr. Plapinger. 

Mr. Piarrncer. Mr. Seder, what was the position of the majority 
of railroads in 1951 with respect to the tax amortization rules con 
cerning deferred taxes ¢ 

Mr. Seper. A large majority of the railroads at that time took the 
position that the Interstate Commerce Commission should follow the 

same procedure that it had prescribed in connection with the World 

War II amortization, and that was to say that if the railroads took 
amortization for tax purposes then they must also amortize the prop- 
erty in the accounts. 

Now that, as I say, was a very substantial majority of the railroads. 
There were four railroads which advocated the type of accounting 
that we now speak of as the tax reserve or tax deferral method. Those 
four railroads were the Chesapeake & Ohio, the Seaboard Air Line, 
the Chicago & North Western Railway Co., and the Chicago, St. Paul, 
Minneapolis & Omaha Railway Co. Iwas the vice president i in charge 
of accounting and finance of those 2 latter companies, so I represented 
half of the 4 companies. 

I felt that way at that time, and my own view is if I were starting 
this all over again I would feel the same way today. But I am iis 
as much convinced that today is just too late to unseramble the ege 
that have been scrambled. We are going to work ourselves out of 11 
better, as we are going, than if we were to try to pull ourselves up by 
our bootstraps, by reaching down into already reported income, re 
tained income, and putting it back up into reported income again, 
fooling everybody by a method of that sort. 

Mr. Piaprncer. So that your principal objection today would be o1 
the question of timing? 

Mr. Sever. That is it, exactly. 

Mr. Priapincer. Your statement doesn’t refer to deferred tax 1 
serves in the case of rapid acceleration under section 167. What are 
your views on that matter, sir? 

Mr. Sever. Well, while I see a substantial difference between such 
a thing as rapid amortization, and the accelerated methods of handling 
depreciation, I am not speaking to you for the industry now, because 
I frankly don’t know what position the industry would take at this 
time. I think the tax deferral and reserves method ought to be 
thoroughly considered. 

Mr. Praprncer. Certainly the timing element is not critical ? 

Mr. Seper. No, that is right. I want to add there that, going along 
with the majority of the opinion of the railroads back in 19: 51, very 
serious consideration should be given to the question of putting into 
the accounts the accelerated methods of Cepreciation 

Mr. PLAprncer. - ah ‘re any action conte pine: ated to approach the 
ICC on this matter ? 

Mr. Seper. Well, I can say that certain railroads have asked the 
Commission to give it their attention, and I understand they are doing 
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so at the present time. At the present time they are studying the 
matter. 

Mr. Piaprncrer. Mr. Spacek, in his testimony yesterday, referred 
to some $114 billion of deficiency in maintenance of rails and ties. 
Would you care to comment on that, Mr. Seder? 

Mr. Sever. Well, I would like to say, first of all, as I understand it, 
much of what Mr. Spacek had to say there was based on a report made 
by the engineering section of the Bureau of Valuation of the Inter- 
state ¢ ‘ommerce C ommission in 1953. 

I would like to call to your attention—and it is, I believe, shown in 


one of Mr. Spacek’s appendixes—this statement bears on its face these 
words: 





This study has not been examined or passed on by the Interstate Commerce 
Commission. 

I know the man that did this work. He is a nice fellow, a desk 
engineer. He has retired since this time. I think that he did a con- 
scientious job, as far as he was able to, but it was entirely a statistical 
study, a desk job, and not something that was agreed to by other 
engineers in a great many instances. So I don’t know, based on an 
engineering study, what you would come up with as depreciation on 
ties or rails. 

Mr. Priaprncer. Do you have any opinion as to whether there is a 
deficiency in the rail and tie plant ? 

Mr. Sever. In the first place, it depends a great deal upon the use 
that is given, but basically what is done is to repl: ice parts as they re- 
quire replaci ing, just as another industry, for example, might replace 
broken or worn floorboards or replace broken window panes or replace 
shingles in the roof, or something of that kind. 

Now, of course, it would be silly to say that there are in the rail- 
roads’ tracks no ties that are going to come out, or have to come out 
next year, but they are not in there today unless they can do their 

job. So you've got a distinction between what might ‘be called theo- 
valle al depreciation and the practical ability of the ‘property to do the 
job for which it is designed with a repair process going on constantly. 

Mr. Puiaprncer. In your statement you mentioned that the AIA re- 
port is confined to the narrow area of what constitutes sound account- 
ing practice. Mr. Murphy, in his testimony, said that if he were start- 
ing his railroad today, he would adopt depreciation accounting in the 
ease of the rail and track structure. Do you have any comment on 
that, sir? 

Mr. Sever. Well, I don’t believe that I would if I had any choice, 
even with a brandnew railroad, although I would certainly be tempted 
to. I would begin getting some tax deductions, some charges against 
income which, with a brand new track, I might not expect to get. But 
when I consider the inflationary spiral in which we are, I think that 
I wouldn’t be so sure as Mr. Murphy may have been. 1 don’ t recall 
how certain he was in his statement. 

Mr. Prarincer. I would think that the matter of tax deduction 
would also be a fairly substantive one in the use of the so-called re- 
placement accounting. 

Mr. Sever. I am not quite sure I follow you, Mr. Plapinger. 

Mr. Prarrncer. I would think one of the factors that would weigh 
in favor of replacement handling from a practical standpoint would 
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be the fact that the maintenance charges may give you a larger tax 
deduction than straight-line depreci iation. 

Mr. Sever. As to that, I don’t know, because we've got a situation 
here that way antedates the Federal income-tax laws. This method 
has been going on for, I don’t know, perhaps 100 years. It was there 
when the 16th amendment was passed, and the Internal Reve nue Serv- 
ice, or Whatever it was called at that time, the Treasury Department, 
took it as it found it, and said: this seems to meet the law, and they 
have continued it ever since. 

So I’m really at a loss to know just exactly what position the Reve- 
nue Service would take on it. Iam pretty certain of this, though, as 
certain as anyone can be in connection with tax matters—that the 
Revenue Service, if we were to go on to a depreciation basis, would 
not give us depreciation on a base in excess of the investment that we 
have in the accounts now because we have already taken as an income- 
tax deduction any excess in cost over the original cost of the equal 
weight of rail, for example, and so on. 

Mr. Prapincer. The question of taxes was considered in the study 
424 that is appended, I believe, to the study conducted by the A AR. 
In the ICC report it is stated that if there were a switch to depreciation 
accounting for track structure, that income taxes, for instance, would 
have increased by $190 million during an 11-year period, 1935-46. 

Mr. Sener. If the Internal Revenue Service, upon a switch to de- 
preciation accounting on tracks, were to require a change in tax deduce 
tions to a depreciation basis, yes, of course, it would cost the railroads 
more income taxes merely because of the inflated portion of the dollar 
that is put into capital accounts. 

Mrs. Grirriris. Mr. Chairman, I would like to ask a question. 

Mr. Buarnik. Mrs. Griffiths. 

Mrs. Grirrirus. I believe you said if you changed to depreciation 
accounting, it would cost you more in State taxes; is that right? 

Mr. Seper. Yes. 

Mrs. Grirririus. Could you explain to me how it does it 4 

Mr. Sever. A change to depreciation accounting would, as I have 

said before, postpone to later years certain maintenance charges, and 

thereby would increase net railway operating income, whic h is the 
result after taxes of railroad operation, excluding the results of any 
nontransportation activities that the railroads carry on. 

Well, now, in many States the method of assessing railroads is the 
so-called unit method, on which the State determines what the value 
of the entire railroad property of a given system is, not in the first 
instance in the individual State, but for the whole railroad. It does 
this on certain bases which are well-recognized and have been for some 
years. Among them are the market value of stocks and bonds; that 
is, all of the securities and debt of the company over a given period of 
time in order to get a representative figure, say a 5-year average. 

They also take the net railway operating income over, say, a 5-year 
period, or a 3-year period, or weighted in different ways, but they 
take the net railway operating income and they capitalize that at 6 
percent, or 514 percent, or whatever they choose—but 6 percent is very 
common. They may also take as another factor the depreciated cost 
of reproduction of the property. 

Well, they will average these, apply some judgment factors, and so 
on, but at any rate the net railway operating income capitalized i 
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usually given a great deal of weight in here. This seems to be the 
value as a going concern, its ability to produce income. 

Having determined, then, the value of the entire railroad system, 
they say: Now we've got to find out what the value is in our own 
State. And so they will use allocation factors, and they will say that 
the value in our State is the proportion of car-miles to car-miles of 
the whole railroad, and of ton-miles in the State to the ton-miles on 
the whole railroad, plus passenger-miles, plus a factor based on miles 
of track, and a combination of factors of that sort permits them then 
to break it down. But the fact is that if your net railway operating 
income goes up, almost in every instance that you can review your 
State taxes go up—or rather your assessment base. Of course, what 
the taxes are depends upon the rate, but your assessment will go up. 

When your net railway operating income begins to come down, you 
find your assessments coming down. What we have done, you see, is 
that we have been reporting for 5 or 6 years now this net railway 
operating income with the effect of the tax deductions in it. The 
States have used this. 

Now, I have no doubt that the railroad companies, in making their 
presentations before the State taxing authorities, have told them about 
it, but in order to weigh it in with previous years it has been my ex- 
perience that they just use what is reported, and as a result the rail- 
roads have paid increased State taxes. 

Now, they shouldn’t be robbed of an opportunity, as far as this ele- 
ment is concerned, to get a reduction as a result of reaching down into 
something on which they have already paid and put it back up in here 
and pay it again. 

Mrs. Grirrirus. Thank you. 

Mr. Biuatni«x. Any further questions / 

Mr. Plapinger. 

Mr. Piarincer. Mr. Seder, do you recall which of the railroads in 
1951 advocated the position taken by the ICC ? 

Mr. Seper. No; I don't. 

Mr. Prapincer. Could we obtain that information, without too 
much trouble ? 

Mr. Kaurrman. It is in the Commission’s report, Mr. Plapinger. 
(See appendix, exhibit 5, p. 150.) I would be glad to furnish the ci- 
tation. Right in the report of the Commission it tells the names of 
the railroads that took the various positions. 

Mr. Piuapincer. Thank you. 

Mr. Biarnix. Thank you very much, Mr. Seder. 

Mr. Sever. Thank you for your courtesy. [appreciate it. 

Mr. Buarnrk. The next witness, Mr. Garrard C. Glenn, vice presi- 
dent (law), New York Central Railroad. 

Mr. Glenn, you have a prepared statement ? 

Mr. Guenn. Yes, sir. 

Mr. Buarnix. Will you identify yourself and read it ? 


STATEMENT OF GARRARD C. GLENN, VICE PRESIDENT (LAW), 
NEW YORK CENTRAL RAILROAD 


Mr. Guenn. My name is Garrard C. Glenn; I am the vice president 
(law), of the New York Central System. 
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I appear before this committee as a representative of the Associa- 
tion of American Railroads in order to discuss the suggestion that 
the exemption of the railroads from certain provisions of two of the 
Federal Securities Acts should be eliminated. 

Mr. Leonard Spacek, managing partner of Arthur Andersen & Co., 
has presented lengthy testimony before this committee critical of the 
accounting practices of the railroad industry as prescribed by the In- 
terstate Commerce Commission. 

He recommended vigorously that the Interstate Commerce Com- 
mission accounting practices should be revised to conform completely 
with generally accepted accounting principles followed by most other 
types of businesses, and specifically that the railroads should be re- 
quired to depreciate all roadway property. A particular recommenda- 
tion to which this statement is addressed was that the “railroads’ 
exemptions from the Securities Act of 1933 and the Securities Ex- 
change Act of 1934 should be eliminated.” Repeating his assertion 
that railroads should be subject to the same accounting procedures as 
most other businesses, Mr. Spacek maintained that removal of the 
exemption of railroads from the two Securities Acts would— 
provide assurance that financial data available to investors compare with that 
of other corporations competing for the investor's dollar. 

Mr. Spacek’s proposal is based on the fundamental misconception 
that somehow investors in railroad securities are given less protec- 
tion by the Interstate Commerce Commission under the Interstate 
Commerce Act, than is given to purchasers of other securities by the 
Securities and Exchange Commission, under the 1933 act. As T will 
point out very shortly, exactly the opposite is true. The Interstate 
Commerce Commission can do not only everything in every important 
respect that the Securities and Exchange Commission can do, but it 
does a good deal more. 

The only thing that would be accomplished by acceptance of Mr. 
Spacek’s proposal would be to make the railroads conform to ace ount- 
ing principles prescribed by the Securities and Exchange Commis- 
sion—in addition to those prescribed by the Interstate Commerce 
Commission. Otherwise, they would eliminate all ICC jurisdiction 
over railroad accounting. 

The simple answer is that if any accounting requirements appli- 

cable to the railroads are ree or unsound—a question which will 
be discussed by others—they can be easily changed by the Interstate 
Commerce Commission. No lagicl ation whatever is necessary. Con- 
sequently, there is no necessity whatever to require the railroads to 
conform to two inconsistent sets of accounting principles imposed by 
separate agencies. In fact, as this committee knows, the Interstate 
Commerce Commission is in the middle of considering substantial 
changes in accounting requirements applicable to railroads and re- 
ce ntly issued proposed new rules embodying such changes. This only 
reflects a continuing activ ity of the Interstate Commerce Commission 
in its endeavor to modernize and improve accounting procedures for 
the railroads. 

Taking up first, the Securities Act of 1933, it should be stated em- 
phatically that that act does provide considerably less protection for 
investors than is provided by the Interstate Commerce Act. 
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As Mr. Spacek very clearly did not understand, the Securities Act 
of 1983 performs a very limited function. It is applicable only to 
the public sale of securities, which are newly issued by a corporation ; 
that is, original issues, with certain exceptions—well, substantially 
that is true. 

Substantially its sole purpose is to compel the issuer of a security 
to make full disclosure of relevant data concerning the security which, 
in the case of ordinary industrial cor porations, would not otherwise 
be available to the public. The Securities and Exchange Commis- 
sion acts in this regard merely as a policeman to see that certain sub- 
jects are covered in the sales literature, and that the sales literature 
is given to the purchaser at the time he receives his stock or before. 

But it does not conduct any investigation as to whether the material 
included is accurate or not; it does not examine the company’s books ; 
and it properly, therefore, makes a great fetish out of its requirement 


that each prospectus state on its cover page in bold face 10-point 
capital letters that— 


These securities have not been approved or disapproved by the Seurities and 
Exchange Commission nor has the Commission passed upon the accuracy or 
adequacy of this prospectus. (Sec. 230.425 of Regulations C of General Rules 
and Regulations under Securities Act of 1933.) 

In the case of railroads, full details as to all aspects of their opera- 
tions and financial conditions must, under the Interstate Commerce 
Act, be regularly filed with and are available for inspection, at the In- 
terstate Commerce Commission (sec. 20, Interstate Commerce Act). 
That Commission, of course, actively supervises every phase of the 
railroads’ activities (id., sec. 20(5)) including examination of the rail- 
roads’ books and accounts, which the SEC does not do. Thus, to start 
with, there is readily available to the investor in railroad sec urities a 
wealth of material, going back over a long period of time, concern- 
ing every detail of the railroads’ business. But that is not all. No 
security may be issued by a railroad without the affirmative approval 
of the Interstate Commerce Commission, given after a public hearing, 
if warranted (id. sec. 20a). 

In other words, the Interstate Commerce Commission requires not 
only that relevant material is spread on the public record but it has the 
duty under the Interstate Commerce Act affirmatively to determine 
what the facts are and whether on the basis of such facts the issuance of 
the securities is not only lawful but in the public interest, including the 
railroad and its investors and the general public, interest. 

In short, the Securities and Exchange Commission cannot prevent 
the issue of dangerous securities; but no railroad can issue securities 
at all without the approval of the Interstate Commerce Commission, 
subject to such conditions as it may lay down. Furthermore, the dis- 
closure requirements of the Securities Act of 1933 apply only where 
a sale of secur se is made to the public at large, instead of privately 
to a few persons (sec. 4 (1) Securities Act), where the amount of the 
securities sold exceeds $300,000 (id. sec. 3 (b); Regulation A) and 
where the sale takes place in interstate commerce (id., sec. 3 (a) (11) 
and 5). : 

Railroads, on the other hand, must in general secure the prior ap- 
proval of the Interstate Commerce Commission to the issuance of 
securities in all such cases. 
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Since the Interstate Commerce Commission is thus empowered to 
do infinitely more than the Securities and Exchange Commission can 
do to protect investors, it is natural that Congress, in enacting the Se- 
curities Act in 1933, exempted from its operation securities which were 
issued under the close scrutiny and with the direct approval of the In- 
terstate Commerce Commission (sec. 3 (a) (6) Securities Act). It 
should be mentioned in that connection, that, contrary to the impres- 
sion that might have been derived from Mr. Spacek’s testimony, rail- 
roads are by no means the only industry completely exempted from 
the Securities Act, as to the issuance of their securities. 

For example, banks, motor carriers, building and loan associations, 
and savings and loan associations, all subject to other regulatory stat- 
utes, are likewise exempt from the Securities Act (id., see. 3 (a) (2), 
5 and 6; see sec. 214, pt. Il, Interstate Commerce Act). In addi 
tion, the Feder al Power Act permits utilities whose securities are ap 
proved by the Federal Power Commission to file FPC reports with 
the Securities and Exchange Commission in lieu of the financial state- 
ments required for registration under the Securities Act (sec. 204h, 
Federal Power Act). 

It is noteworthy that although the Securities Act of 1933 is not, in 
general, applicable to railroads, there is applicable to railroads the 
provision of that act (sec. 12 (2)) which permits an investor to ob- 
tain his money back if an untrue or misleading statement of a ma- 
terial fact was made in the sales literature. If Mr. Spacek’s concern 
about the lack of protection afforded to the investors under the Inter 
state Commerce Act had any real basis, it would be reasonable to ex 
pect that this section would have been invoked repeatedly by pur- 
chasers of railroad securities. More than $25 billion of railroad se 
curities have been issued since 1933 with the approval of the Inter 
state Commerce Commission. It is remarkable that not a single case 
has been discovered in which a purchaser of a security has brought 
suit to set aside the sale, either under the provisions of the Securities 
Act just referred to or under general principles of fraud law, In 
short, if the Interstate Commerce Commission has not been doing a 
good job of protecting investors, there is no evidence of it whatever. 

Mr. Spacek also wants to remove the exemption of railroads from 
the Securities Exchange Act of 1934. That act applies only to com- 
panies which have securities listed on national stock exchanges. It 
is designed primarily to furnish traders in the securities and stock- 
holders with periodical, up-to-date information concerning the com- 
panies involved. 


It is also true that act regulates proxy statements, and regulates the 


manipulation of securities markets, 

It is to be noted that railroads are not actually exempt from the 
provisions of that act. A railroad which wishes to have its securities 
traded on the New York Stock Exchange, for example, must file a 
registration statement and it must file with the Securities and Ex- 
change Commission and the New York Stock Exchange periodical 
reports like any other company. The only difference is that since 
the railroads are already required under the Interstate Commerce Act 
to compile and file with that Commission much of the information 
required under the Securities Exchange Act, Congress provided that 
the railroads need not be put to the inconvenience and expense of pre- 
paring duplicate reports for the Securities and Exchange Commis 


i 
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sion, but that they might simply file their ICC reports with the SEC. 
(See. 13 (b) Securities Exchange Act.) 

Much of the information thus filed by the railroads, such as their 
voluminous annual report to the Interstate Commerce Commission, 
on form A, and the other reports filed by the railroads with that Com- 
mission and on file there, furnish the investor considerably more de- 
tails about railroads than is available to investors in other corporations. 

Here again it should be emphasized that the treatment accorded 
to the railroads under the Securities Exchange Act of 1934 is by no 
means unique. On the contrary, other industries whose accounting 

requirements are prescribed by another agency besides the SEC are 
exempt from the rules and regulations of the Securities and Ex- 
change Commission with respect to reports insofar as they are in- 
consistent with the requirements imposed in respect of the same sub- 
ject matter by the regulatory authorities having jurisdiction over 
them (sec. 13 (b) Securities Exchange Act). This applies to air 
carriers (1),! motor carriers (2), water carriers (3), pipelines (4), 
freight forwarders (5), wire or radio carriers (6), electric utilities (7), 
and natural gas companies (8), the latter two being under the FPC, 

the radio and wire carriers being under the FCC. 

As I mentioned before, there is thus only one respect in which re- 
moval of the exemptions of the Securities Acts applicable to railroads 
would bring about a material change. This is, that the railroads would 
be compelled to conform to the accounting requirements of the Seeu- 
rities and Exchange Commission in connection with the matters sub- 
ject to the limited jurisdiction of the SEC. 

It must be emphasized, however, that the railroads would still be 
subject to the accounting requirements of their principal regulatory 
body. 

The Interstate Commerce Commission, being charged with the 
responsibility of guarding the financial soundness of the railroads and 
of passing upon railroad rates, would still, of course, have to insist 
that the railroads keep their books and prepare their financial state- 
ments in such a way as will, in the expert judgment of the Interstate 
Commerce Commission, help it best to fulfill its regulatory function. 
Thus, the railroads would be subjected to the burden and expense 
of keeping two sets of books and of preparing two sets of financial 
statements, if there is any conflict between SEC requirements and ICC 
requirements. 

We frankly are at a loss to understand what beneficial purpose is 
to be accomplished by removing the railroads’ limited exemptions 
from the Securities Acts. The simple fact is that new or changed ac- 
counting requirements can be adopted for the railroads without legis- 
lation and without subjecting the railroads to the burden of having 
to conform to two sets of accounting rules. I am not here to discuss 
whether or not Mr. Spacek’s accounting proposals are sound. I am 
not an accountant. I do wish to state only that whatever changes in 
the accounting requirements applicable to railroads may be regarded 


—— 


t Accounting requirements for above carriers imposed by regulatory agencies under follow 
ing authority : (1) CAB, 49 U. S. C. A., see. 487: (2) ICC, 49 U. S. C. A., sees. 304 (a) (1), 
304 (a) (2) and 320 (d): (3) ICC, 49 U. S. C. A., see. 913 (ce); Maritime Administra- 
tion, 46 U. S. C. A., secs. 820 and 1211; (4) ICC, 49 U. S. C. A., see. 20 (3): (5) ICC 
19 U. S. Cc. A., sec. 1012 (a) and (ec); (6) FCC, 47 U. S. C. A, see. 220: (7) FPC, 16 
I’. S.C. A., sees. 825, 825 a, c, and h; (8) FPC, 15 U. 8. C. A., see. 717 (2g) 
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as sound can readily be adopted, without legislation, through the 
simple expedient of ‘the Interstate Commerce Commission changing 
its accounting requirements. This is, in effect, the very thing which 
the Interstate Commerce Commission is now in the process of doing. 
The Commission has just issued proposed new accounting rules. There 
is, therefore, no justification, in my opinion, for any further con- 
sideration at this time of Mr. Spacek’ s proposal that the longstanding 
regulatory schem applicable to railroads be drastically, unwisely, and 
uselessly changed by legislation. 

Mr. Buatnix. Thank you very much, Mr. Glenn. 

Mr. Plapinger. 

Mr. Puapincer. I just have two questions, Mr. Glenn. 

Do you happen to know why the securities of oil pipelines, which 
are subject to the ICC, are also subject to SEC regulations? 

Mr. GuEnn. Do you mean the oil common carrier pipelines ? 

Mr. Piapincer. Yes. 

Mr. Girenn. The gas pipelines are under the FPC, similarly. To 
what extent do you mean they are subject ? 

Mr. Piarrncer. They are subject to regulation by the ICC, but I 
understand their securities are subject to regulation by the SEC. 

Mr. Gienn. Do you mean under the 1933 act ? 

Mr. Puarrncer. Yes, that is right. 

Mr. GuEenn. No. 

Mr. Piapineger. That is not so? My recollection is that we had re 
ceived testimony—— 

Mr. Guenn. They are a carrier; if they are a carrier under section 
20a of the Interstate Commerce Act, they are exempt. My counsel 
corrects me. The issuance of their securities is not subject to regula- 
tion by the Interstate Commerce Commission and hence is subject to 
the Securities Act of 1933. If you are asking me why that is, the 
answer is I don’t know why. 

Mr. Piarrncer. Has there been any volume of cases under section 
12 (2) of the 1933 act? 

Mr. ( ILENN. You mean—well, we are unable to find any with respect 
to railroads. 

Mr. Piaprncer. Other than railroads. 

Mr. Gienn. There are some, if you want me to list them. 

Mr. Piarincer. I was interested in knowing whether there was a 
volume of cases under that section. 

Mr. Guienn. I don’t have them here. I don’t know. Well, yes, 


there are on the books 7 or 8 cases, but that really isn’t, it seems to me, 


the point. The point there is the remedy—— 

Mr. Piarrncer. I wasn’t trying to make a point, Mr. Glenn. 

Mr. Grenn. Well, I was. Ts there anything else, sir 

Mr. Piarprneer. I didn’t mean to interrupt you. 

That is all. 

Mr. Buarnix. Are there any further questions ? 

Mr. Piapincer. No. 

Mr. Buatnr«x. Thank you very much, Mr. Glenn. 

Mr. Gienn. Thank you. 

Mr. Bratt. Our last witness, Mr. John Kusik, vice president 
(finance) , Chesapeake & Ohio Railway Co. 
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Mr. Kusik, we are glad to have you here this morning. Do you have 
a prepared statement, or do you wish to make an oral statement ? 

Mr. Kusix. No, sir, 1 have some penciled notes here. 


STATEMENT OF JOHN KUSIK, VICE PRESIDENT (FINANCE), 
CHESAPEAKE & OHIO RAILWAY CO. 


Mr. Kusitx. Mr. Chairman, I am in deep trouble. I find I left my 
glasses at the hotel. I hate to ask for special privileges, but if I could 
stand I could see what I have on here. [ Laughter. | 

Mr. Buarnik. Off the record. 

( Discussion off the record. ) 

Mr. Biarnik. On the record. 

Please proceed. 

Mr. Kusix. Thank you, sir. 

My name is John E. Kusik. I am vice president of finance of 
Chesapeake & Ohio Railroad. I have beside me one of my senior 
assistants, comptroller of Chesapeake & Ohio, just in case we get into 
some kind of details. 

Mr. Brarnix. Will you identify him by name? 

Mr. Kustx. Mr. Roger F. Brown—just in case we get into some 
detailed questions, I might be 1 ‘equired to have him help me out on it. 

Now, in my current assignment I am responsible for the adminis- 
tration of accounting, finance, taxes, research methods, and coordina- 
tion of the applications of large-scale electronic computers. I am 
a member of the Chesapeake & ( Jhio’s top management. 

This means I participate in the making of all major policies, in- 
cluding dividend policies. Some references were made to dividend 
policies during these proceedings, and if there be any questions as to 
how these things are being done on the Chesapeake & Ohio I will be 
glad to discuss that and answer any questions later on. 

[ have a master’s degree in economics from the University of 
Virginia, an honorary doctor’s degree in engineering from the Case 
Institute of Technology in recognition of work done in the field of 
management. 

Upon the completion of my academic work in 1925, I went with 
General Electric Co. as a member of their business training course. 
Thus, you might say, I am a product of General Electric’s executive 
development program. 

I stayed with the General Electric Co, for 24 years. I worked in 
numerous financial accounting capacities all over the United States, 
and in many foreign countries. 

Just as it is true today, even then one of the important aspects of my 
assignment. was the effort to read the financial future events, because 
management is not essentially concerned with the past, management 
always deals with the future. 

Mr. Walter J. Touhey, president of Chesapeake & Ohio, induced 
me to come with this railroad in 1949, thus I am a relatively new- 
comer in the railroad industry, and perhaps I view some of these mat 
ters that have been discussed a little differently than some others do 

As has been mentioned, I have come here without a prepared state 
ment. This is so because, as I have been sitting through these meet 
ings, starting Tuesday morning, it did not seem to me that I would 
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have an opportunity to make any contribution. But when I got 
through listening to yesterday’s witness, it occurred to me that it 
would be improper for me to remain silent. It occurred to me that I 
must speak up on behalf of top management. 

Yesterday's witness didn’t say so in so m: ny words, but in effect he 
strongly implied or insinuated that there is a great conspiracy in 
existence—conspiracy consisting of the Interstate Commerce Com- 
mission, 29,999 accountants, and all of the accountants of the railroad 
industry, and that the objective of this conspiracy is to mislead the in- 
vestors and perhaps the management. 

At any rate, management is too stupid to understand that it is being 
misled. It is quite possible I have read too much into what yesterday's 
witness said. One conclusion, however, is very clear in my mind, and 
that is the role of accounting in management affairs has been grossly 
misrepresented, grossly overstated. When I think of accounting sys 
tems, and before this committee you have been discussing the ICC ac- 
counting system, and another so-called system, which is maintained in 
accordance with commonly accepted accounting principles. Well, 
when I think of these two types of systems I like to think of two gen- 
eral-purpose cameras, pointed out of this window, for the purpose of 
taking pictures of financial realities. Now, what do we get from these 
pictures’ There is one job these cameras do well, and that is the job of 
routine accounting for day-to-day revenues and expenditures. There 
is another job that these cameras—both of them—do very poorly, and 
that is accounting for fixed property which has long useful life. 

Now, yesterday’ s witness suggested that perhaps somehow these 
systems have one more important use, and that is that they are valuable 
for managerial decision making. This isn’t so, Offhand, I cannot 
think of a single major decision that we make by going back to these 
books of accounts. We certainly didn’t rush to these books to find 
out what the dividend rate of the Chesapeake & Ohio Railroad should 
be. 

We did not rush to these books to decide whether or not we should 
spend $125 million this year on capital improvements. No; we didn’t 
do that. So, it is obvious to me, as a member of top management, the 
picture that was represented yesterday was completely misleading. 

In other words, what I am trying to say here is that, as a practical 
matter, there is no single set of statements, there is no single accounting 
system that anybody can devise, whether it be the Institute of Ac- 
countants or the Interstate Commerce Commission, which would 
serve all of the purposes of investors, all of the purposes of manage- 
ment, and all of the purposes of government agencies, regardless 
of whether they be for taxing purposes or for purpose of regulation. 
Vast additional data of all sorts is necessary to keep these folks proper- 
ly informed. 

To further illustrate the weakness of accounting as a tool, I sug 
gest we imagine or visualize two theoretical companies completely iden- 
tical in every respect except for management. They have two different 
managements. The net income—even though the books be maintained 
in accordance with commonly accepted accounting principles, could 
vary all over the lot—20, 30, 50 percent. Why! Well, because one 
management may have an entirely different philosophy. It may be 
much bolder than the other, more courageous in action. It may spend 

lot of money on research, looking into the future. It may provide 
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additional new capacity, which costs money, in anticipation of an 
avalanche of demand on the part of the customers. Actually, the more 
timorous management, the less progressive management, would for a 
time show greater profits than the more progressive management. 
Yet, when you then look at the accountant certificates, and find that 
accounts are kept in accordance with commonly accepted principles, 
what conclusion can you arrive at from such statements? None what- 
soever. 

Obviously, we have got to go beyond such accounting statements 
and find out what these companies are doing, what these managements 
are doing. 

Now, neither railroad nor any other accounting systems can dis- 
close information about these matters. Additional data must be gath- 
ered by those who are interested in these things. 

Next, I would like to come to the main issue which has been before 
this committee, very clearly stated by the chairman at the opening ses- 
sion. Does the ICC accounting system produce overstatements in 
earnings! Well, let’s be realistic about it. In a period of rapidly 
rising price levels, such as the present period of inflation, all account- 
ing systems produce overstatements of earnings. When I think of the 
hundreds of plants owned and operated by General Motors and Gen- 
eral Electric all over the country, I know that the use of these plants 
in manufacturing operation results in understatements of their costs 
and in inflation of their margins, in inflation of their reported earn- 
ings. So this is a general situation. This is not anything peculiar to 
the railroad industry. Thus, it seems to me that the question should 
be modified. We should ask this: Does the ICC accounting system 
produce greater overstatements of earnings than these other account- 
ing systems? 

‘Now, obv iously this is quite an order, this is quite a question, and it is 
impossible—it is a question that would be impossible to answer with 
any precision. But let me mention to you some special characteristics 

about railroad companies that will bear on the answer, or contribute to 
the answer, to my question. 

Now, as you know, very precise calculations have been presented be- 
fore this committee about the way earnings are overstated because of 
amortization benefits. It has also been explained that this amortiza- 
tion stuff is really deferment of taxes, it is an interest-free loan. 

Now, by the end of 1956, the Chesapeake & Ohio had $50 million in 
those kinds of deferments, le’s say, the C hesapeake & Ohio had $50 mil- 
lion in that. Why shouldn’t we take the interest saving on this in- 
terest-free loan, and consider it as one of the offsets against overstate- 
ment of earnings? Even at the prime rate of 4 percent, we would get 
a couple of million dollars. 

[ realize, of course, that the accounting fraternity will say, “Well, 
om you can’t do that under commonly accepted accounting principles,” 
but I ama businessman. When we decided to take advantage of this 
program provided by law, we certainly looked the savings in the face 
and said we wanted them. 

Now, then, before we proceed too glibly about making statements 
about the earnings being overstated, let’s take some of these offsets into 
consideration. 


92361—H7 9 
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Next I would like to touch rather briefly, I hope, upon this subject 
of track accounting that has been trotted back and forth, quite exten- 
sively. Re member, I come from outside industry, and I look at this 
track accounting, and it doesn’t look unique to me. Coming back now 
to these hundreds of plants of General Electric and General Motors, 
what do we find? In due course of events they must replace window- 
panes, doors, portions of plumbing, flooring, roofing, and, of course. 
as these replacements are made they are being charged to operating 
expenses, which is as it should be. I don’t see any difference between 
that procedure and the replacement, annual replacements of the 25 
million ties that Chesapeake & Ohio had. 

We don’t replace 25 million ties every year, but several hundred 
thousand of them—or replacements in rail, or ballast. It is exactly 
the same thing. 

Now, one reason I am mentioning this item, it is not only to suggest 
that there is a parallel here between our practice and the practice of 
other industries, but in addition, it is a fact that if, at least on the 
Chesapeake & Ohio, that if we went over to depreciation accounting, 
our earnings would become inflated. 

Now. I know that these things are difficult to caleulate, but we have 
made some rough estimates and we figure that we could show $1 a 
share more if we went to depreciation accounting than we do now 
under the present system. Besides, we believe—I believe that it is 
a wrong method, depreciation accounting in this instance would be 
a wrong method of accounting, because, in effect, it would be ignoring 
the high cost, inflated costs of today, and putting them into capital 
account to be depreciated over a period of time. 

Now, at this point. I would like to register a most emphatic dis- 
agreement with yesterday's witness about the role of an accounting 
procedure upon top management’s thinking. He either doesn’t know 
what he is talking about, or he is joking when he is suggesting com 
petent management ea a be led, through the substitution of 
depreciation accounting. to doing a better job than it would do if 
that change were not made. I think that is utterly ridiculous. I think 
it is insulting the intelligence of all competent managements. 

Let me say, too, that, much as some accountants would like to pose 
as the sole custodians of virtue. the history of greatest financial scan- 
dals tells us that unscrupulous, dishonest, incompetent managements 
can run away with the “dough,” even though the accounts be kept in 
accordance with commonly accepted accounting principles, and even 
though the annual reports are certified by firms that are most highly 
respected. 

Now, there is one other characteristic which differentiates the rail 
industry from other industries, with the exception of public utilities, 
and that is their borrowing policy. I mean that the railroad indus 
try, including my company, has long followed the policy of securing 
a substantial proportion of its long-term capital through borrowing. 

Now, what does this mean in a period of inflation? Well, it means 
this, that as a railroad bought the equipment and other facilities, 
to the extent it did so on borrowed funds, it was able to shift the 
loss in purchasing value of money from stockholders to moneylenders. 
This is a very important matter, because, as estimated by a distin- 
guished economist, the Chesapeake & Ohio Railway, because it has 
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followed a policy of substantial borrowing, has increased the real 
equity of its stockholders by something like $100 million. 

Now, why do I talk about that? Well, again, because of com- 
monly accepted accounting principles, it has not been possible to 
reflect this $100 million, either in the balance sheet, or in earnings 
statements. Certainly it would greatly outweigh any staal short- 
ages in reserves if we had them. We don’t have any short: ives in 
reserves. 

And I ae that because of this special characteristic of the rail- 
road indus‘ry,. we have here another offset to any inflation of earnings, 
no matter we ut ahs cause for the inflation may be. 

Now then, to come back to the basic question: Does the ICC ac- 
counting system produce greater overstatements of earnings than 
other sg es systems? Iam forced to the conclusion that this 1s 
not so. At best, accounting systems are very crude tools of measure- 
ment. Vast amounts of additional data are needed to keep manage- 
ment and investors informed. 

Now, what about this little guy who is running down the street, 
who is uninformed and he doesn’t know about these things? I mean 
the guy that is supposed to be led toa shearing. Well, that guy prob- 
ably doesn’t even know how to read financial statements, so he has 
no business of proceeding on his own, making investment decisions. 
He has no more business making those investment decisions on his 
own, than an accountant would have in designing and building a 
bridge. 

Now, a word about amortization and overstatement of earnings 
that results through the accounting practices which the railroads are 
following today. 

Once again, the statement has been made re peatedly, that somebody 
is led to a shearing. Neither I nor my associates in the top manage- 
ment of the Che ‘supe: ake & Ohio—we will yield to no one in our con- 
cern for investors, regardless of whether they be large or small. 

Now then, no one is being cheated. No one is being misled. We 
have made no secret of the fact that by the end of 1950, we took $50 
million in tax deferments—excuse me, by the end of 1956, during the 
years 1952 through 1956, we took $50 million in tax deferments, and re- 
ported this $50 million as earnings. 

Now, what would yesterday’s witness have us do? Well, he would 
have us set up a reserve for $50 million to be fed into the earnings of 
future years over possibly a period of 20 years. Now, what does this 
mean? It means simply this: that he would have us report this $50 
million as having been earned twice. We already reported it as hav- 
ing been earned in the years 1952 through 1956. 

Now, he would have us take this $50 million and report it again, over 
the period of the next 20 years. Now, I ask you, wouldn't that be 
really misleading’ Let me say this, that my company was one of the 
companies that opposed the present method of accounting, and advo- 
‘ated the establishment of some sort of reserve back in 1951, but what 
was right in 1951 is not necessarily right today, and today it is not be- 
cause of any ulterior motives on our part, but because of this obvious 
duplication—I would say dishonest duplication of earnings that we 
are opposed to making a change im this accounting practice. 

This brings me to my concluding statement. It has to do with the 
annual report of a well-known company. A careful reading of foot- 
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notes in fine print brings out the fact the earnings of this company 
were overstated last year by: several million dollars. 

Now you will recall that yesterday’s witness—well, he had me deeply 
moved—almost convinced, if you will—how bad it was to use foot- 
notes in the first place, and how bad it was not to set up reserves for 
tax deferment. This overstatement of earnings, in this case, occurred 
because of tax deferment. Then I turn over to the auditor’s certifi- 

cate. What dol find? It isa certificate by Arthur Andersen, without 
any qualification at all. It is dated March 7, less than 2 months ago. 

In other words, what the witness almost convinced us of yesterd: Ly, 
he himself apparently did not believe on March 7. Well now—do you 
have that statement—I would like to file this report as part of the 
record. It is the annual report of National Dairy Products Corp. for 
1956, certified to by Arthur Andersen & Co. 

Mr. Buarnrx. May I see the report, please ? 

Mr. Kusrk. Yes, sir. 

Mr. Buarnik. Just amoment. 

(Statement off the record. ) 

Mr. Buatrntk. On the record. 

Mr. Kusik, if we may, the Chair would prefer to keep the report in 
the files of the subcommittee. 

Mr. Kusrk. Yes. 

Mr. Brarnix. Since the report itself is not relevant—the subject 
matter contained in a rather lengthy document—— 

Mr. Kustx. No, I am referring to the footnotes and the certificate. 

Mr. Bu.arnrx. The record will make specific reference to this report 
and to the matter of footnotes and the accounting firm that certified to 
the report. The report will be made a part of our files, so it will be 
available with the proceedings of the hearings. 

Mr. Kusrx. Thank you, sir. 

Now the only comment that occurs to me at this point is that genius 
does not have to be consistent. Genius may be evasive, led by special 
motives but genius is never stupid. [ Laughter. ] 

In view of the charges that were made by the witness yesterday, 
about undue influence, I cannot help but wonder whether his thinking 
is not influenced, is not being influenced by the one large railroad that 
his firm is auditing. 

So, in conclusion, let me repeat that in my opinion the ICC account- 
ing system does not produce greater overstatements of earnings than 
are produced by other accounting systems. 

At the same time, I am not here to say that it is perfect, that there 
is not room for improvement. Sure, of course there is room for im- 
provement, but as far as I can see there is in existence a continuously 
improving mechanism to produce these improvements. 

When it comes to managerial phases, managerial decision making, 
neither the ICC nor anybody else as I said before would be competent 
to do anything for us; we will have to do it from within, on each 
individual railroad. 

Thank you, sir. 

Mr. Brarntx. Thank you, Mr. Kusik. 

Mr. Plapinger, do you have any questions ? 

Mr. Praptncer. I am just afraid that if Mr. Kusik had had his 
glasses along, he would have been even more eloquent. 
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Mr. Biarnik. Thank you very much, Mr. Kusik, for your testimony 
and your cooperation. 

Since quite some reference was made to the witness of yesterday, 
Mr, Spacek, the Chair would wish to afford any opportunity to you, 
Mr. Spacek, to make any answer or any comment that you may wish 
to, at this time, in fairness to the witness, and in assistance to the 
record, so we could get as complete a picture of these points under 
controversy as possible. 

Mr. Spac ek, will you please take the chair ? 

Mr. Spacek. My bifocals will permit me to see. 

I will take these witnesses up in the order they presented them- 
selves. Mr. Seder: I think he discloses very clearly, as well as the 
rest of the witnesses, how narrow they regard accounting. ‘They state 
in their report that accounting is a very narrow area in the operations 
of the railroad. That is not so. It is a very important area of the 
operations of the railroads, and is the primary method of communica- 
tion of the status of the railroads to the outside investor. 

He states that the accounting proposals by the ICC will have no ef- 
fect on the income of the railroads. I refer you to page 19 of my state- 
ment of yesterday, and show you that in the year 1955, the Lehigh 
Valley Railroad reported net income of $5,600, 600 and those proposed 
changes in accounting which are covered by the ICC in their recent 
letter of April 23 will reduce that $1,851,000, or to an amount of 
$3,749,000, without even touching the question of deferred taxes on 
war facilities. That is 30 percent. True, it is one railroad. But 
we don’t account for railroad income on the basis that an understate- 
ment in one railroad is offset by an overstatement in another railroad. 

The ICC maintenance study, Mr. Seder indicated, was the basis of 
my charts. They were not. They were the basis of the life of the 
rails and the ties which I used in those charts. The facts with re- 
spect to the number of ties, the number of rail replacements, were 
those that actually were replaced. 

Now then, with respect to the accountant, you would gather from Mr. 
Seder all the accoutant has to do is ask the engineer if he thinks the 
property is well maintained, and therefore put his name on the cer- 
tificate. Yet under replacement accounting it is assumed there will 
be a general charge to income equal to the depreciation. That is not 
true. And any accountant that accepts it as true, either shouldn’t 
exist in his position, shouldn’t certify those reports, and if the purpose 
is to tell the public the truth, then his name should not even be on the 
report, because he can add nothing to nor detract anything from the 
annual report as the management would give it, and the management 
might just as well give it directly. 

Now then, Mr. Seder also refers to the effect the various accounting 
practices would have on taxes. I would like to tell this committee 
there isn’t any accounting procedure that is ever adopted that doesn’t 
have its effect on taxes. If the accountant was to abdicate in making 
a decision every time it would have bad tax effects, then he would abdi- 
cate, and if that is the principle by which an accountant should exist, 
then he should abdicate. That is, the certified public accountant 
should get out of business, he serves no function. That is the reason I 
am here, and the reason I am taking this issue up with the railroads, 
because we serve no function. So much for Mr. Seder. 
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With respect to Mr. Glenn: He says—I am sorry, my notes are 
very hastily drawn—he says that the ICC can do the job of correct 
accounting supervision, that SEC does in other businesses. He is 
right. But the race has been run, and they haven’t won. The race 
is over. Judge it by the past. They are now starting to do what 
is right, and I believe they should be commended for it. They can 
do just as much as the SEC, and more. But they haven’t up to now, 
and in the last month they started. If they would have done the 
job which they were permitted to do under the act. we wouldn't 
have this hearing today, and the accounting wouldn't be where it 
is today, either. 

He only made one statement that I would like to correct. He said 
the SEC cannot stop sales of securities or stop trading. They can 
do it very simply, and fast. 

Now, Mr. Kusik, he has a total disrespect to accounting, and to 
a certain extent he is justified. Certainly accountants haven't earned 
any laurels in the railroad field. But that doesn’t means that account- 
ing should be abandoned, and insofar as its effect in the management 
decisions, I have no question at all that it has had no bearing in the 
management’s decisions. I cannot see how it could have too much bear- 
ing in making a decision, even though there is much contention that 
maintenance is often done or performed—the quantity of maintenance 
is often performed in relationship to the earnings available for that, 
which is the wrong decision, if they use it in making it. 

He indicates that if we provided this reserve for deferred taxes, we 
would be fictionalizing, and that was the word also used by Mr. 
Seder, I think—future income. Mr. Seder testified, and I pointed 
that out in my testimony, that taxes under war facility amortization 
were not being eliminated, they were just being deferred. 

Now, that is a fundamental principle of accounting, even though 
Mr. Kusik stated the fundamental principle of accounting is when 
you create an obligation of a prior or subsequent vear you provide 
for it, and the taxes that were deferred this year in his company : and 
all other railroad companies will h: ave to be paid in the future years 
if an income is earned, and until an income is known to be not earned, 
a reserve is required. 

He refers to the fact that there is an offset of some earnings on 
the use of these deferred taxes. There is, presumably at least, I 
don’t know—I can’t say what they did with the money, but unless 
they let it lie in the bank, even without earning income, they got 
something out of it. Unless they invested it in equipment, that earned 

i. loss. And that is proper reported i income for the railroads, and it 
is reported i in the railroads’ earnings. 

There is no offset as a result of that. That is reported in the in- 
come accounts of every company that has taken advantage of war 
facilities or accelerated de preci ition. 

Accounting has not afforded the best information for managements. 
And you will read in my statement on page 4 that I filed yesterday, 
aiter recommending the railroads follow generally accepted account- 
ing— 
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This does not means generally accepted accounting principles, as now observed, 
are proper in all respects. Many improvements are long past due in this field, 
but deficiencies in this respect are not subject of my comments today, since 
that is a responsibility of public accountants and applicable to all industries 
not just the railroads. 


Now, I narrowed my comments down to what was applicable to 
railroads, and it is very important that regardless of the status of 
accounting, that is generally followed in all industries, and if you 
will read my speech in Milwaukee of Foletats 12, you will find that 
the charges I made against the accounting profession were not con- 
fined to railroads. As Mr. Murphy reported » vesterday, the American 
Institute of Accountants saw fit to appoint a special committee to 
examine my charges against the American Institute, and it will be 
very well if they would examine the basis by which such charges 
exist. But that does not have anything to do with the railroads, that 
is another question entirely, and if you want to establish or have 
another hearing on the question of whether accounting principles are 
correct for all industries. I should oblige, and I will come prepared 
with a much greater document than I submitted yesterday. 

Now then, on page 35 of my statement of vesterday, regarding this 
question of inflation in the accounts, I don’t believe there is a more 
vociferous person that myself on this question of inflation in the 
accounts of all corporations, 

We have even prepared a film to depict it. It is bad—but it applies 
to all corporations, General Electric, railroads, and all alike, and it 
doesn’t only app ly to the track structure either. it applies to the 
equipme nt and everything that is depreciated on the railroads. And 
on page 36, L answered that question where the railroads, in that study 
that was referred to I think as 424. present replacement account- 
ing—this is the argument they have used—present replacement ac- 
counting adheres closely to the variations in price level. The answer 
to this argument is that generally accepted accounting principles do 
not recognize depreciation which considers variations in price level. 
Such depreciation is referred to as price-level depreciation. Price- 
level depreciation should not be adopted for the railroad industry 
alone, but should be recognized universally. 

Furthermore, if price-level depreciation were to be recognized in 
the railroad industry, it would have to maintain the true cost of prop- 
erty in service, and ap} hy the principle to equipment as well as to 
road property. If other businesses recognize this principle in their 
accounting re ports, the A" also woulk | have ink idequ: ite profits as coim- 
pared to those a by their present standards of accounting. The 
question, therefore, can rightly be raised: Is the railroads’ i in- 
come compared to the showing of other businesses caused by differ- 
ences in methods of accounting? 

No one will ever know until the railroads keep the facts by which 
the comparison can be made. 

Also, by getting price-level depreciation, under the guise of replace- 
ment accounting for ratemaking purposes, the railroads are causing 
other business to pay freight charges which will restore railroad 


capital at present price levels. However, these shippers are denied 
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the right to price-level depreciation in their own financial statements 
and in their tax returns. 

[ don’t think that the question of price-level depreciation is a sub- 
ject of this hearing. If it is, again you might well set at least a month’s 
time to hear the arguments pro and con about that. My contention is 
that if the public is to know what financial statements are, they are 
to be consistently the same. 

Now, then, he comes to—I want to make one more point. The 
question is the usefulness of accounting to management. He is quite 
right. Accounting, as it is now prepared, is not useful as it should be 
for management. However, he is quite wrong in thinking that it 
should be discarded or that it should be, as he says: I’m stupid be- 
cause I don’t know what other managements do, because I do, and 
the public-accounting profession has done a great deal in trying to 
bring accounting so that it is useful for management in helping to 
determine management questions, but to disregard accounting, merely 
because there is something wrong with it, is not serving any purpose, 
and if we do that, then let’s junk the whole thing. W hy make the 
reports to the stockholders? But as long as the stockholders’ reports 
are being made, and we are certainly fighting, we will do the best we 

can to see they are made consistently, and we will fight our causes on 
every sing! le front, and if you will read my speech on February 12, I so 
notified the accounting profession that would be done, because of these 
variations that are occurr ing. 

He referred to the certificate, and the footnote explanation that 1s 
on that income account, as a result of the increased income caused by 
section 167 accelerated depreciation. If he h: - also attended the stock- 
holders’ meeting of that company, we had : t partner there, and that 
partner reported to the stockholders at that meeting that we preferred 
and argued for the other—providing for a reserve, but the company 


chose to do it in this manner. Now, then, you will also immediately 
raise the question, as he did, Why, then, did we not certify, or take 
exception to 1t 7 

We argued this point at great length with the American Institute 
of Account: unts. Our partners took exception to the accounting pre 
scribed by the American Institute of Accountants, and for industry 
generally the Weiticibien Institute of Accountants permitted industry 
to a cept one basis of accounting, or the other, depending upon their 


choice, and I will tell you in here, and I would like to do it under oath, 


that that is just as wrong as any of the accounting I have criticized in 
the ee But the American Institute of Accountants has made 
that a generally accepted accounting principle, but the same body 
issued a ruling that it did not apply to regulated industries. 

That is what I’m talking about—the tax deferment, under section 
167, resulting from say o-called rapid depreciation, which permits a 
company to adopt the sum of the years digit method, or declining 
balance method. The American Institute of Accountants, in the pre 
liminary draft of the report that Mr. Murphy read, provided that the 
railroads should be permitted the choice, as to the accounting for rapid 
depreciation of either providing a reserve or not providing one. That 
is, the proposed drafts allowed the railroads to provide a reserve for 
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the tax deferment under rapid depreciation, or not provide it, as they 
chose, because that is what is applicable to industry generally; when 
I say “industry,” I mean other than regulated fields. 

The American Institute of Accountants changed that to the more 
positive position that is included in the final report, because they rec- 
ognized that their own principles required that to be followed in the 
case of regulated companies. 

I think that it is—with respect to all other industries other than 
railroads—I think the practice of the American Institute of Account- 
ants is unsupported to say you can show, as in the case of National 
Dairy—lI didn’t raise the question, Mr. Kusik has done that—you can 
have $3 million more profit, I think it was $2.8 million, because I 
passed on it at the time. 

Mr. Kustx. You set up a reserve for $900,000. 

Mr. Spacek. Yes, there is a reserve for ee a We didn’t have 
to set up the reserve for $900,000. They say all other industries can 
do it, why can’t we. That is the venpeaneibslity of the American In- 
stitute, but at the same time all the regulated companies, so far except 
in one State, 1 or 2 States I think it is, New York is one, have per- 
mitted them to provide this deferred tax as a result of section 167 
and set up a reserve since it is merely deferred to a future year. 

[ will say that every report we certify, or anyone certifies on that, 
is incorrect. But the accounting as prescribed by the American Insti- 
tute—already I have been subject to investigation by the American 
[Institute of Accountants, by expressing my independent thoughts on 
that matter. I don’t think it has anything to do with the railroads, 
because the overwhelming predominance in the regulated field is the 
provision for that tax, because in their case, they are subject to regu- 
lation, and the importance of providing for that tax is necessary. 

Now, then, let me answer one other question, which must still be 
resolved, and primarily rests on my shoulders: What will we do when 
that $2 million, or that small overstatement of income this year aecu- 
mulates under the tax laws to a material amount? In other words, 
under the rapid—the tax deferment under the rapid amortization 
program—— 

Mr. Piarrncer. Rapid depreciation. 

Mr. Spacek. Under the rapid depreciation program, it increases 
in proportion to the amount of property that is added, and will in- 
crease to the point where it will be very substantial. Let’s assume that 
a company has exactly the same earnings between one year as com- 
pared to another, but as a consequence of ‘deferr ing the taxes they have 
a 25-percent reduction in this year’s payment? Is it justifiable for 
that company, that industrial company, to report increased earnings 
in that year? I say “No, emphatically no.” But I don’t believe that 
the railroad industry, because there is a possible exception there, should 
adopt or take the less informative method of properly reporting earn- 
ings and, by the way, may I say this on behalf of the industrial com- 
panies: The far greater m: jor ity of them provide depreciation on the 

rapid depreciation basis if it is claimed for tax purposes or provide 
a reserve for the deferred taxes. The position that is taken by not 
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providing that, I believe, is in the minority, but I cannot certify that 
from the point of view of having the actual statistics. 

I think this is important, that the net income of National Dairy 
Products Corp. was $41,700,000, and that this footnote description of 
the tax reduction amounted to $2,800,000 or 7 percent of the net in- 
come. 

Now, then, one charge that Mr. Kusik made, which is particularly 
personal, is he referred to undue influence of yesterday. That word, 
by the way—those words—were the chairman’s words, not mine. I 
aie the words, Mr. Kusik, in the same words that were presented 
to me. I didn’t think I answered any question evasively, and if you 
have any to put to me, if the Chairman will permit, I will be glad to 
answer them without any type of evasion. 

He states that I may be subject to undue influence because of one 
large railroad. Well, we audit it ourself. I would say two of them 
are rather large but, of course, compared to the C hespeake & Ohio 
he probably has the advant: ige. But for the record let it be stated 
emphatically, Mr. Kusik, that this question and my testimony, and 
anything regarding our testimony, has not been discussed with any 
single railroad executive of one of our clients; they have not had a 
copy of any material, either in draft form or otherwise, that has 
been presented here at this hearing and they shall not. They have 
read it in the ne wspapers the same as anyone else has; and that is 
emphatic, Mr. Kusik. That is all I have to say, Mr. Chairman. 

Mr. Brarntk. Thank you, Mr. Spacek. 

Mr. Kusux. Mr. Chairman—— 

Mr. Bratntx. Mr. Kusik— 

Mr. Kusrx. I don’t have any speech to make, but could I say three 
sentences ? 

Mr. Buatnik. Please. 

Mr. Kusrx. I am very happy that Mr. Spacek found so many areas 
of agreement with me. He agreed, among other things readily, that 
the condition we are talking about is applicable to all industry, so 
that in the first place his quarrel is really with the 29,000 other ac- 
countants, 

Now I wouldn’t say that the points he has raised don’t amount to 
anything, because a number of points he made, of course, are valid, 
and we found areas of agreement. I do believe that we have here 
much ado about very little. 

Mr. Spacek. May I make one sentence ? 

(Laughter. ) 

Mr. Buarnik. Yes. 

Mr. Spacek. I warned you yesterday, if we kept the reeord open. 
in questions that we are quarreling about, they are those about which 
there is no quarrel in the profession at all, That is one sentence. 

Mr Briatrntk. Thank oa very much. 

Now, the record will be kept open for 10 days, that will be effective- 
ly closed on May 13, which isa Monday. 

The Chair wishes explain it is not the intent to carry on any 
rhetorical gun battle, but in all fairness to witnesses who have gone 
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out of their way to be here, and references have been made either to 
themselves or statements by others, they should have an opportunity 
to either elaborate on what they said, or what point they are trying 
tomake. (See appendix, exhibit 10, p. 260.) 

We are thereby trying to reach two objectives: first, to give a full 
and fair opportunity to every witness who has appeared and, secondly, 
hoping thereby that the record will be filled in more detail and per- 
haps give us a broader point of view and understanding of the problem. 
So we know and do have confidence, the Chair « ertainly does, in the 
men who have been here this past week, that only pertinent further 
statements of substance will be included in the record. And, too, the 
Chair directs the counsel to insert appropriate exhibits in the record 
(see appendix, exhibit 11, p. 262) which will include any statements 
that they have heretofore filed with the subcommittee, relative to the 
subject matter of these hearing 

Concluding with just this one expression of appreciation by the 
Chair on behalf of the whole subcommittee, this is a very complex and 
complicated and involved subject matter. Our goal was not to make 
anyone a “whipping boy,” whether it be the agency of the Govern- 
ment involved, or any other private industry, or any individual. We 
appreciate the frankness of points of view, even though at times they 
may have been divergent, and we commend those who call to public 
attention these matters which very properly will be given the fullest 
and the most sincere consideration. That will be the goal of this 
committee to achieve that. 

In short, to approach them in a constructive way, not to find fault or 
blame of any organization or any individual or of the Government 
agency, but to see wherein, if at all possible, can any improvements be 
made for the better functioning of the industry involved and, of 
course, particularly for the better and more effective protection and 
service to the investors and to the public at large. 

The Chair appreciates men of high position in both industry and 
in public life giving so much of their time, and bearing with us pa- 
tiently and helping us make what we do feel will be a very constructive 
record, 

Mr. Plapinger would like to state a word on behalf of the staff. 

Mr. Piarincer. I would just like to say how sincerely the staff ap- 
preciates the assistance, cooperation and, I shouldn’t omit, education 
that it has received from the American Institute of Accountants, the 
Association of American Railroads, and from Mr. Spacek and his 
issociates In our preparation for these hearings. All have been of 
real aid to us. 

Mr. Boanp. Mr. Chairman, I am Charles Boand. I should like to 
request in connection, if I may, with this new material that may be 
submitted, that anyone who submits that serve copies on the other 
witnesses so that they may have a reasonable time in which to com- 
ment on it. 

Mr. Buarnix. Youare with what firm ? 

Mr. Boanp. Tama partner in Messrs. Wilson & McIlvaine, Chicago, 
lawyers. We are counsel for Arthur Andersen & Co. 

Mr. Spacek. If that is difficult 
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Mr. Buarnik. It would be difficult, if it were a general policy, just 
the technical problem involved. But we will assure you this: The 
Chair, with counsel, will go through these presentations, and when 
there is anything that we feel in fairness that should be referred to 
any other party, that specific material will be forwarded, or at least 
an inquiry by mail or phone made. 

Mr. Spacek. That will be fine. 

Mr. Biarnik. The hearings are adjourned, and I thank you. 

(Whereupon, at 12:28 p. m., the subcommittee adjourned. ) 





APPENDIXES 


EXHIBIT 1 


AMERICAN INSTITUTE OF ACCOUNTANTS, 
New York, N. Y., February 25, 1946. 
T'o the members of the American Institute of Accountants: 

GENTLEMEN: There is attached hereto a report of the committee on accounting 
procedure made pursuant to a resolution of council adopted May 1, 1945. 

In issuing this report to the members of the institute the executive committee 
draws particular attention to the limitations on the scope of the report as set 
forth therein. 

In its first bulletin, the committee on accounting procedure expressed its view 
that accounting principles and procedures must be established in relation to the 
iuajor purposes of the accounting. It has indicated that its pronouncements 
relate to general business accounting and are not to be regarded as in all cases 
necessarily applicable to special classes of corporations. It has made reference, 
for example, to the special accounting problems of investment trusts; and it has 
pointed out that, in the case of public utilities, accounting treatment of specific 
items ordered or approved by a regulatory body must be given recognition even 
though this results in practices at variance with those considered desirable for 
corporations in general. 

The attached report conforms to this policy. It should be clearly understood 
that the report does not call in question the propriety of any rule laid down or 
proposition advanced by any regulatory body as an exercise of powers conferred 
upon it. The significance of the report lies in the indication which it affords 
of differences in the rules and principles which are applied in different fields. 
The existence of such differences between regulatory and general accounting is 
a fact that should be of interest to all concerned with accounting. Recognition 
of this fact may influence the development of accounting in either or both of 
these fields. 

That the regulatory commissions are not bound to follow accounting principles 
generally accepted outside the regulated areas was made clear beyond question 
by the decision of the United States Supreme Court in United States et al. v. 
New York Telephone Company, decided on January 28, 1946. This decision con- 
firms the wisdom of the committee on accounting procedure in limiting the scope 
of its report as above indicated. It does not detract from the value or importance 
of that report. 

Financial acconnting is still in the process of evolution. Out of a study and 
comparison of methods evolved to meet varying needs in different fields, there 
should emerge principles, procedures, and forms of presentation that will make 
accounting in all fields more useful for the purposes which it is designed to 
serve. 


For the executive committee. 


By T. Dwienr WILLIAMS, President. 


AMERICAN INSTITUTE OF ACCOUNTANTS, 
October 20, 1945. 
To the Executive Committee of the American Institute of Accountants. 


GENTLEMEN: At a meeting of council of the American Institute of Accountants 
held on May 1, 1945, the commitee on public utility accounting presented a report 
which discussed certain recent decisions in utility cases and recited three proposi- 
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tions relating to accounting under the uniform system of accounts commonly 
adopted by public utility commissions which seemed to call for consideration. 

These propositions were as follows: 

“(1) That no new cost can be created by a reorganization that does not 
result in a material change of individual stockownership. 

“(2) That no new cost can result from a transaction that (a) is at less 
than arm’s length or (b) may be regarded as effecting a pooling of interest. 

(3) That where a change in stockownership takes place without any 
change in corporate entity, a new cost can be determined for all the property 
of the corporation on the basis of the aggregate of the sums paid by the new 
stockholders for their holdings: and, further, that the cost of individual 
pieces of property may be determined by allocation of the cost arrived at 
for the aggregate of all the property.” 

The public utility committee added: “The propositions thus laid down are ap- 
parently in conflict with propositions advanced in relation to general accounting 
in accounting research bulletins of the institute, notably No. 24. This committee 
believes, therefore, that they should receive the consideration of the committee 
on accounting procedure.” 

Following the presentation of the report, council adopted a resolution which 
this committee interprets to be a request that it report to the executive com- 
mittee on the foregoing propositions. 

In making this report to the executive committee, the committee on accounting 
procedure has not considered the record or decisions involved in any regulatory 
case. Furthermore, the committee does not undertake to express any opinion with 
respect to the policies and methods followed by public regulatory bodies in deter- 
mining the values that may be assigned for regulatory purposes to properties 
devoted to the public service. The report is based entirely upon a consideration 
of the stated accounting propositions and their relation to generally accepted 
accounting ‘principles for corporate enterprises. 

The monetary values at which a corporation’s assets are carried should fairly 
reflect the corporate accountability for such assets; they form the basis for 
the determination of depreciation, depletion, or amortization and profits and 
losses on sales. For these purposes, cost is normally appropriate. The com- 
mittee has asserted this position in Accounting Research Bulletins Nos. 5 and 
24. 

In bulletin No. 5, issued in April 1940, it said : 

“Accounting for fixed assets should normally be based on cost, and any attempt 
to make property accounts in general reflect current values is both impracticable 
and inexpedient.” 

In bulletin No. 24, issued in February 1944, it said: 

“The committee has heretofore taken the position that acounting for tangible 
fixed assets should normally be based on cost, which may be defined generally as 
the price paid or consideration given to acquire the asset in question. Attention 
is now directed to the fact that the same principle is applicable to intangibles. 

“* * * the committee points out that in the case of noncash acquisitions cost 
may be determined either by the fair value of the consideration given or by the 
fair value of the property acquired, whichever is the more clearly evident.” 

The committee in the same bulletin expained the application of the principles of 
amortization accounting to effect the rational allocation of the carrying value of 
tangible or intangible assets having a limited term of usefulness. The relative 
shortness of life of most fixed assets and the absence of markets for partially 
consumed assets ordinarily make unnecessary any recognition of asset valuations 
other tha nthose first determined at the time of asset acquisition and later modi- 
fied by the appropriate application of the procedures of amortization accounting 
It is recognized that there are situations, however, under which the recorded 
monetary values of corporate assets are no longer significant measurements of the 
accountibility of the corporation for these assets. pra 

Proposition 1—“That no new cost can be created by a reorganization that does 
not result in a material change of individual stock ownership.” 

This proposition is stated in the form of a universal negative; as such it is 
clearly unacceptable. There may be transactions (such as mere change of cor- 
porate domicile or a transfer between companies which are practically depart- 
ments of a single economic unit when there is no diversity of interest in respect 
of taxability, regulatory controls, ownership or otherwise) in which there would 
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be no Obligation to recognize a new cost.* However, a hew cost may and should 
be recognized Whenever a new basis of corporate accountability is established 
by reorganization or quasi-reorganization if the carrying value of assets On the 
books has ceased to be representative of their value, 

In Seneral, the Procedures of a reorganization and 
give recognition to the fact that as a practical matter it is necessary at times, 
and under proper circumstances, to acknowledge a fresh or new start for the eor- 
porate enterprise. It is hecessary, moreover, that the carrying values of the as- 
sets after the new Start should be based upon monetary values which are the 
lost Significant at the time of the fresh Start. These values are those which 
Willing buyers and willing sellers would recognize as proper when actual trans- 
actions take place in comparable circumstances, If the carrying values of the 
assets were not thus adjusted the buUrpose for which the fresh Start was made 
would be defeated and present and future stockholders would be denied the most 
significant basis of measuring corporate «tccountability from the date of the new 
Start. 

The committee believes that a material change of individ 
is not the Controlling factor in determining whe 
quasi-reorganization attended by 
fected, but that 

Proposition 2 









a quasi-reorganization 

















ual stock Ownership 
ther or not a reorganization or 
a fresh start is in fact contemplated and ef- 
it is hecessary to consider al] attendant circumstances, 


(¢).— "That no hew cost can result from a transaction that is at 
less than arm’s length.” 
It is the Opinion of the committ. 


justification for this Proposition, Confusion has resulted from the 
of the phrase “arm’s-length transaction” into accounting literature. 
used, the phrase implied a Standard or guide for measuring 
money prices or Values set for articles of 
and a seller, [ft Was believed that prices of values determined in hegotiations 
between a buyer and Seller who are independent and unrelated most nearly repre- 
sent significant Values, In discussions relating to accounting niatters, the 
phrase should be used only in this sense. It is useful only as a Standard or test 
of the fairness of values determined by other ieans. Thus, the reasonableness 
of prices set in transactions between husband and Wile or between corporations 
and their afliliates or Subsidiaries nay be tested by arin’s-length Standards. Ac. 
counting Principles and procedures should be realistic and practical, Obviously 
all transactions are not made between Wholly independent and unrelated buyers 
and sellers. The occurrence of transactions Cannot be denied. So long as the 
prices or Value equivalents set in them fal] Within the limits which would reason- 
ably be set by Wholly independent parties, the factually determined prices or 
COStS are significant and appropriate for the accounting of both parties, 

The Proportion stated Suggests that it may have reference to either 
tion involving a purchase and Sale between two afiili 
transfer from one enterprise to a 














e that there is ho accounting 





foundation or 
, introduction 
As originally 
the reliability of 
‘olumerce transferred between a buyer 



































a transac- 
ated corporate entities or 
“new” successor as in a reorganization or quasi- 
reorganization. If the former, the Significance of recorded Costs may be evalu- 
ited by the application of arm’s-length Standards. If the latter, a new cost,’ also 
to be tested by arm’s-length Standards, may be determined for, as Stated above, 
the committee believes that the recognition of new monetary values for recorded 
values, which have ceased to be representative of the values of the corporate 
assets to which they relate, is inherent in any acknowledgment of a reorganiza- 
tion or quasi-reorganization of a corporate enterprise, 

Proposition 2 | b6).—“That no hew cost can res 
be regarded as effecting a pooling of interest,” 

The pooling of interests, whether accomplished by a Statutory merger or 
otherwise, may represent another Situation in Which a new 
ability is Properly recognized and in 
flected in the accounting records at m 
Of their fair value at that time. The 
category is Varied 
does not deem 
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time, to enter into a full discussion thereof. It is sufficient to say that in the 
opinion of the committee there is nothing inherent in prior carrying values 
which in these cases insures or guarantees their usefulness as a basis of account 
ability for the entity after the pooling of interests. 

Proposition 3.—*That where a change in stockownership takes place without 
any change in corporate entity, a new cost can be determined for all the prop 
erty of the corporation on the basis of the aggregate of the sums paid by the 
new stockholders for their holdings; and, further, that the cost of individual! 
pieces of property may be determined by allocation of the cost arrived at for 
the aggregate of all the property.” 

Since the expression “new cost’’* is understood to mean a new carrying value 
which, after its establishment, is treated for all practical purposes as if it 
were a cost, the proposition apparently raises the question whether a carry 
ing value other than cost at the date of acquisition may properly be estab 
lished on the basis of prices paid by new stockholders for their holdings. 

Normally changes in stockholdings do not call for the recognition of new 
asset-carrying values on the books of the corporation. However, the committee 
regards it as an established accounting principle that a new carrying value 
for properties should be determined when a new corporation has been formed 
at the time a substantial change of beneficial ownership has taken place if 
the costs on the books of the predecessor corporation are clearly not indicative 
of the fair value of the property. Accounting also recognizes that where the 
circumstances are such that it would be appropriate to create a new corpora 
tion to take over the assets of an existing corporation and thereby establish a 
new basis of corporate accountability, the same result may be accomplished 
through a quasi-reorganization carried out with due formality and without the 
formation of a new corporation. In either case all significant evidence relative 
to asset value must be considered in order that a useful basis of accountability 
will be established. 

The price paid by new stockholders for their holdings may in some cases be 
an appropriate guide to the proper carrying value for the assets owned by thie 
corporation whose stock is purchased. This situation would most clearly exist 
when a substantial portion of the equity stock is transferred through sales at 
about the same time and at prices reflecting values meeting arm’s length stand 
ards, provided no more direct evidence of the value of the property is available. 

The proposition raises the further question of whether the cost of individual! 
pieces of property may be determined by allocation of the cost arrived at for 
the acquisition of all the property. The committee in Bulletin No. 24 pointed 
out that allocation om some basis is called for when property that is not homo 
geneous has ben acquired in a single transaction. However, the fact that a 
total carrying value different from that previously recorded is determined for 
the aggregate does not create a presumption in favor of a procedure of restating 
the individual properties by allocating to them a part of the new total which 
is proportionate to their previously recorded individual values. Such a pro 
cedure could be justified only by clear evidence that the value of each asset com 
prising the group has changed in substantially the same order and degree. Ex 
perience indicates that the probabilities of such a condition obtaining are small 

Messrs. William H. Bell and Wililam A. Paton, who are members of the com- 
mittee on accounting procedure, disqualified themselves in this matter and have 
not taken any part in the consideration of these propositions. Mr. Herry FE 
Howell dissents from the report on the ground that its implications are not con 
sistent with expanding public interest in the corporate reports of general busi 
ness. 

Respectfully submitted. 

COMMITTEE ON ACCOUNTING PROCEDURE, 
By Grorce D. Battey, Chairman 





%See note 1. 
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Exit 2 


INTERSTATE COMMERCE COMMISSION, 
Washington, D. C., April 12, 1957. 


No, 32153.—UNIFORM SYSTEM OF ACCOUNTS FOR RAILROAD COMPANIES 
(49 C. F. R. 10) 


NOTICE OF PROPOSED RULEMAKING 


Pursuant to section 4 (a) of the Administrative Procedure Act notice is hereby 
given that effective July 1, 1957, unless otherwise ordered in the interim, the 
uniform system of accounts for railroad companies will be modified, as more full) 
detailed in attachments hereto, as follows: 

(1) Provide for inclusion in net income of all gains and losses, except special 
and extraordinary items which are not identifiable with usual or typical busi 
ness operations of the period. 

(2) Remove the present requirement that appropriations in the category of 
disposition of net income shall be shown on the income statement. 

(3) Apportion Federal income taxes according to sources or classes of income 

(4) Provide rules for ultimate disposition of “acquisition adjustment” which 
resulted principally from adjustment of capitalization and property valuation 
in reorganization and mergers. 

(5) Provide a current liability account for maturing debt obligations which 
are to be paid within 1 year. 

(6) Reduce the cash balances reported in financial statements by the amount 
of bank checks and drafts released to payees. 

(7) Provide that definite liabilities for unpaid claims in process of settlement 
covering injuries to persons, loss and damage, and other casualties and similat 
items shall be transferred at the close of the year from reserves to current 
liability account. 

8) Provide that amounts charged to the accounts prescribed for operating 
expenses and other accounts for conducting transportation operations shall be 
just and reasonable, and that any payment in excess of just and reasonable 
charges shall not be included in such accounts. 

(9) Provide a special balance sheet account to show liability for Federal in- 
come taxes, apart from other taxes. 

Any interested person may on or before May 31, 1957, file with the Commis- 
sion’s Secretary written views or arguments to be considered in this connection, 
and may request oral argument thereon. 

Unless otherwise ordered after consideration of representations so received, 
the attached modifications will become effective July 1, 1957. (24 Stat. 383, as 
amended; 49 U. S. C. 12. Interpret or apply 24 Stat. 386, as amended; 49 
U. 8S. C. 20.) 

By the Commission, division 2 


[SEAL] Haroup D. McCoy, Secretary 


UNIFORM SYSTEM OF ACCOUNTING FOR RAILROAD COMPANIES PROPOSED RULEMAKING 
(49 C. F. R. 10) 


(1) Profit and loss 


Cancel the provisions of §§ 10.07 to 10.621, both inclusive and including the 


related center headings, and substitute the following provisions in lieu thereof : 
RETAINED INCOME 


$10.07 Special instructions.—This group of accounts forms the connecting link 
between the accounts which record current income and general balance sheet 
account 798, “Retained income—Unappropriated.” The accounts serve to sum- 
marize the net financial results of transportation and other operations of the 
current vear, and also the purposes for which retained income has been appro- 
priated. 

In addition to this final summarization of regular financial results, the group 
also provides accounts to disclose the results of unusual items which in the aggre- 
gate are so material in relation to net income of the year that inclusion therein 
would impair its significance and be misleading. Such accounts for credit or 
debit adjustment of retained income shall include all special and extraordi 
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nary gains and losses of this nature during the year which are not clearly iden- 
tifiable with usual or typical business relations. Such gains or losses, when 
included in the accounts of this group, shall be reduced or increased, as the case 
may be, to allow for their Federal income-tax consequence. 

Items of a recurring nature representing adjustment of income credits or 
debits previously taken into account shall be debited or credited, as appro- 
priate, to income. 

RETAINED INCOME ACCOUNTS 


§ 10.601 Credit balance transferred from income.—This account shall be cred- 
ited with the net amount of all transactions recorded in income accounts for the 
year, if such net amount produces a credit balance after accounts for the year 
are closed. 

§ 10.602 Profit from the sale of property.—This account shall be credited with 
the profit realized from such sales of land or of noncarrier property as meet the 
requirements of § 10.07 Special instructions. Other profits of this nature shall 
be credited to account 519, ““Miscellaneous income.” 

$ 10.603 Projits from the sale of investment securities —This account shall be 
credited with the profit realized from such sales of investment securities as meet 
the requirements of § 10.07, Special instructions. Other profits of this nature 
shall be credited to account 519, “‘“Miscellaneous income.” 

§ 10.604 Profits upon reacquisition of company securities —This account shall 
be credited when securities issued or assumed by the company are adjusted to 
their par or face value, after having been reacquired for lesser amounts, to the 
extent that such adjustments meet the requirements of § 10.07, Special instruc- 
tions. Other profits of this nature shall be credited to account 519, “Miscella- 
neous income.” 

§ 10.605 Other credits to retained income.—Credit adjustments of retained 
income not provided for elsewhere, which meet the requirements of § 10.07, Spe- 
cial instructions, shall be included in this account, but only after being specifically 
authorized by the Commission. 

§10.611 Debit balance transferred from income.—This account shall be debited 
with the net amount of all transactions recorded in income accounts for the cur- 
rent year, if such net amount produces a debit balance after the accounts for 
the year are closed. 

§ 10.612 Losses from sales and retirements of property.—This account shall 
be charged with the loss incurred from such sales of land or improvements as 
meet the requirements of § 10.07, Special instructions. Other losses of this 
nature shall be charged to account 551, “Miscellaneous income charges.” 

§ 10.613 Losses from sales of investment securities.—This account shall be 
charged when reserves are created for the impairment in value of investment 
securities and for the losses incurred upon the sale of such securities for which 
no reserves have been provided, or which, if provided, have proved to be inade- 
quate. 

§ 10.614 Premiums and expenses paid when company securities are reac- 
quired.—This account shall be charged when securities issued or assumed by the 
company are adjusted to their par or face value, after having been reacquired 
for greater amounts, to the extent that such adjustments meet the requirements 
of § 10.07, Special instructions. Other losses and expenses of this nature shall 
be charged to account 551, “Miscellaneous income charges.” 

§ 10.615 Other debits to retained income.—Debit adjustments of retained 
income not provided for elsewhere, which meet the requirements of § 10.07, Spe- 
cial instructions, shall be included in this account, but only after being specifi- 
cally authorized by the Commission. 

§ 10.616 Sinking and other reserve fund appropriations.—This account shall 
be charged and account 797, “Retained income—Appropriated,” shall be cred- 
ited with amounts appropriated for purposes of sinking funds, capital funds, or 
other funds, under terms of mortgages, deeds of trust, or other contracts pro- 
viding for such payments. 

§ 10.617 Dividend appropriations.—This account shall be charged with the 
amount of dividends declared on actually outstanding capital stock issued or 
assumed by the carrier, other than debenture stock. If the dividend is not pay- 
able in cash, the securities or other property to be distributed shall be described 
with sufficient particularity to identify it. The account shall be subdivided to 
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show separately the dividends declared on the various subclasses of capital 
stock. 

Nore A.—Interest accrued on debenture stock shall be charged to account 
546, “Interest on funded debt.” 

Nore B.—This account shall not include charges for dividends on capital 
stock issued or assumed by the carrier and owned by it, whether pledged as 
collateral or held in its treasury, in special deposits, or in sinking or other 
reserve funds. 

§ 10.618 Appropriations for investment in physical property—This account 
shall be charged and account 797, “Retained income—Appropriated,” shall be 
credited with amounts definitely appropriated for the construction or acquisition 
of new lines and extensions and other physical property, and for additions to or 
improvements of such transportation or other property. 

§ 10.619 Amortization of discount on capital stock.—This account shall be 
charged with amounts which reduce or write off discount incurred in the is- 
suance of capital stock. 

§ 10.620 Other appropriations of retained income.—This account shall be 
charged and account 797, “Retained income—Appropriated,” shall be credited 
with the amount of appropriations for proper corporate purposes not provided 
for elsewhere, 

§ 10.621 Appropriations released to retained income.—This account is provided 
to return to retained income the amount of appropriations no longer required 
as segregations of retained income under contractual obligations, or otherwise. 
The account shall be subdivided to show the nature of the appropriations being 
released and the circumstances of the release shall be fully deseribed. 

(2) Disposition of current income 

Cancel the provisions of the following accounts, including the account num- 
bers, titles, texts, and notes: 

552, “Income applied to sinking and other reserve funds,” 

553, “Dividend appropriations of income,” 

5D4, “Income appropriated for investment in physical property,” 

555, “Stock discount extinguished through income,” 

556, “Miscellaneous appropriations of income.” 

(3) Federal income taxes 


Cancel Note B to the text of § 10.532, Railway tax accruals, and substitute the 
following in lieu thereof : 


Nore B.—Taxes, including Federal income tax, on other than railway 
property, operations, and privileges shall be charged to account 535, “Taxes 
on miscellaneous operating property,” or account 544, 
accruals,” as appropriate. 

Add the following new note to the text: 

Note F.—Federal income taxes attributable to items included in retained 
income shall be charged or credited to the appropriate retained income ac- 
counts. 

Cancel the Note to the text of § 10.535, Taxes on miscellaneous operating prop- 
erty, and substitute the following in lieu thereof: 

Nore A.—Federal income tax on income from operation of miscellaneous 
operating property shall be included in this account. 

Note B.—Taxes upon miscellaneous 


“Miscellaneous tax 


nonoperating property, including 
Federal income taxes on income from such property, shall be included in 
account 544, “Miscellaneous tax accruals.” 

Notre C.—Federal income taxes attributable to items included in retained 
income shall be charged or credited to the appropriate retained income ac- 
counts. 


Cancel Notes A and B to the text of § 10.544, Miscellaneous tax accruals, and 
substitute the following in lieu thereof : 


Note A.—Taxes, including Federal income taxes, on miscellaneous operating property 
shall be charged to account 535, ‘“Taxes on miscellaneous operating property.” 

Nore B.—Federal income taxes attributab'e to items included in retained income shall 
charged or credited to the appropriate retained income accounts. 


Ly 
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Acquisition adjustment 


Modify the provisions of § 10.733, Acquisition adjustment, by adding the fol- 
lowing sentence to paragraph (i) of the text: “Balances with respect to each 
property acquired which are not cleared in that manner shall be amortized, or 
otherwise disposed of, as the Commission may approve o- direct.” 
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(5) Debt due within one year 


Prescribe the following new and additional balance sheet account : 

§ 10.762 Long-term debt due within one year.—This account shall include, at 
each balance-sheet date, the total of amounts recorded in accounts 765, “Funded 
debt unmatured,” 766, “Equipment obligations,’ 767, ‘Receivers’ and trustees’ se- 
curities,” 768, “Debt in default,’ and 769, “Amounts payable to affiliated com- 
panies,” which are due and payable within one year of such date, and for which 
no arrangements looking to refunding have been made or for which no sinking 
or other funds have een provided. This account shall be subdivided according 
to the different classes of debt so maturing. 

It is not required that a ledger account shall be maintained under this caption, 
but only that at the balance-sheet date the ledger balances recording funded debt 
shall be reduced, respectively, for purposes of the balance-sheet statement to 
provide the total amount required to be shown in this account. 

(6) Vouchers and drafts released to payees 

Delete from § 10.754, Miscellaneous accounts payable, reference to: outstand 
ing drafts drawn by station agents, outstanding drafts drawn on the company) 
in settlement of freight claims, and conductor’s refund and extra-fare checks 
not presented for redemption. 

Add the following Note to § 10.701, Cash: “Amounts of checks and drafts, in 
cluding drafts drawn by station agents, outstanding drafts drawn in settlement 
of freight claims, and conductor’s refund and extra-fare checks, shall be 
credited to a subdivsion of this account when they are released to payees.”’ 

(7) Liability for unpaid claims 

In § 10.761, Other current liabilities, change the section number to read “10.764” 
without change in title or text and add the following note to the account : 

Nore, E.—Definite liabilities for unpaid claims in process of settlement 
covering injuries to persons, loss and damage, and other casualties and 
similar items shall be transferred at the close of the year from reserves to 
this account. 

Change the existing note to the text of § 10.774, Casualty and other reserves, 
to read “Note B,”’ and insert the following additional note: 

Nore A.—Definite liabilities for unpaid claims in process of settlement, 
covering injuries to persons, loss and damage, and other casualties, shall be 
transferred at the close of the vear from this account to account 764, “Other 
current liabilities.” 

(8) Charges to be just and reasonable 

Prescribe the following additional general instruction for operating revenue 
and operating expenses : 

§ 10.02-7 Charges to be just and reasonable.—All charges to the accounts for 
carrier property, operating revenues, operating expenses, and other accounts 
for conducting transportation operations shall be just, reasonable, and neces 
sary to the honest and efficient operation and management of railroad-transporta- 
tion business. Payments or allowances in excess of such just and reasonable 
charges shall be included in account 551, “Miscellaneous income charges.” 

(9) Liability for Federal income tares 

In § 10.760, Taxes accrued, change the account number and title to read: 

“$ 10.761, Other taxes accrued,” and in the first line of the text insert a comma 
after the word “taxes,” followed by the expression “other than Federal income 
taxes,”’. 

Prescribe the following additional account number, title, and text: 

§ 10.760 Federal income tares accrued.—This account shall be credited with 
provision for Federal income taxes which has been concurrently charged to the 
appropriate income, or other accounts. 

(10) Other changes 

Before an order is entered pursuant to this notice of proposed rulemaking, al! 
references and instructions elsewhere in this system of accounts will be modified 
or corrected to the extent that they are in conflict with the foregoing, and such 
modifications or corrections will be detailed in the order. 
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EXHIBIT 3 


INTERSTATE COMMERCE COMMISSION, 
Washington, D. C., April 23, 1957. 


No. 32153.—UNtroRM SYSTEMS OF ACCOUNTS FOR RAILROAD COMPANIES 
(49 C. F. R. 10) 


NOTICE OF PROPOSED RULEMAKING 


Notice is hereby given pursuant to provisions of section 4 (a) of the Adminis- 
trative Procedure Act that the Commission has under consideration the matter of 
betterment accounting, a customary designation given to the prescribed account- 
ing for improvement of parts (minor items) of existing facilities through the 
substitution of superior parts for inferior parts replaced, and to the related 
practice of accounting for track repairs. The rules now in effect require that the 
cost of superior parts applied as betterments, such as heavier rail and rail fasten- 
ings placed in a track during repairs, improved appliances installed in cars or 
locomotives during repairs, or superior parts installed on bridges, buildings, and 
other structures during repairs shall be charged to repair expense to the extent 
that such cost does not exceed the cost as new at current prices of the parts 
removed. 

Representations have been made that accounting on the above baSis does not 
conform to generally accepted accounting practices of other industries in that the 
cost of property actually removed is not cleared from property accounts, the cost 
of property actually in use is not represented in property accounts, and provision 
is not made currently in the accounts for depreciation of the track. So that the 
Commission may be fully advised in the matter, all interested persons are invited 
to submit on or before July 1, 1957, written views or suggestions for considera- 
tion, and may request oral argument or public hearing. The Commission will 
consider all such representations before taking action in the matter. If oral 
argument or public hearing is found to be warranted, notice of the time and place 
thereof will be given. Otherwise, after consideration of all views and suggestions 
received in response to this notice, an appropriate order will be entered under 
authority in sections 12 and 20 of the Interstate Commerce Act (24 Stat. 383, 386, 
as amended ; 49 U.S. C. 12, 20, as amended). 

This notice will be published in the Federal Register. 


Harotp DD. McCoy, Secretary. 


ExuiBit 4 
27596 


INTERSTATE COMMERCE COMMISSION 


No. 30920.—AMORTIZATION ACCOUNTING FOR EMERGENCY CARRIER 
FACILITIES 


Decided December 7, 1956 


Upon reconsideration, findings in the prior report, 284 I. C. C. 9, approving re- 
quirement that amortization accounting for emergency facilities acquired by 
carriers subject to the Commission’s accounting regulations be discontinued, 
affirmed 

Appearances as in prior report and, in addition, Charles W. Boand, John H. 

Kisenhart Jr., and J. C. Kauffman for interested parties. 


REPORT OF THE COMMISSION ON RECONSIDERATION 


BY THE COMMISSION : 


In the prior report, 284 I. C. C. 9, decided December, 21, 1951, we found that 
carriers subject to our accounting regulations shall include in operating expenses 
for depreciation only the charges based on the estimated normal service life 
of physical plant and equipment, and exclude therefrom charges for accelerated 
amortization allowed for income-tax purposes under the provisions of section 
168 (formerly section 124A) of the Internal Revenue Code. In the prior report 
we also rejected an alternate proposal of certain of the rail-carrier parties which 
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would require a new income account to provide for equalization of income taxes 
over the service life of the facilities covered by necessity certificates issued under 
section 168. 

By petition filed August 17, 1955, Arthur Andersen & Company, a_ public 
accounting firm, of Chicago, Ill., hereinafter called Andersen, requests that the 
proceeding be reopened for reconsideration of the above-described matter of tax 
equalization. Under date of November 8, 1955, a notice of proposed rnlemaking 
was issued in this proceeding. That notice states that any party to this pro- 
ceeding, or any other person interested in the matter of tax equalization, as that 
term is used in the prior report, might participate by submitting their views and 
arguments in writing. 

The committee on Accounting Procedure of the American Institute of Ac- 
countants, the Greyhound Corporation, the Special Accounting Committee of the 
American Waterways Operators, Inc., the Minneapolis & St. Louis Railway 
Company, Badger Pipe Line Company, Cherokee Pipe Line Company, Lakehead 
Pipe Line Company, Inc., and Salt Lake Pipe Line Company replied in support 
of the petition. Three other pipeline companies (Pure Transportation Com- 
pany, Interstate Oil Pipe Line Company, and Plantation Pipe Line Company ) 
replied in support of the petition, but qualified their support to exclude retro- 
active application of tax equalization. The National Coal Association, The 
Association of American Railroads, 22 class I railroads,’ and 5 pipeline com- 
panies * replied in opposition to the petition. The Atlantic and Danville Railway 
Company replied, but the substance of its reply is not responsive. 

Following service of the notice, Andersen submitted certain supplemental 
data in support of its position. We have heard oral argument. 

Upon consideration of the record, Andersen’s petition, replies thereto by parties 
of record and other interested persons, and the oral argument on the petition, we 
find that the proceeding should be, and it is hereby, reopened for reconsideration 
on the present record. The facts set forth in the prior report will be repeated 
only to the extent necessary for clarity of discussion. 

In the prior report we rejected a proposal of four railroads,’ offered as an 
alternative to inclusion of amortization charges in operating expenses, for a 
new income account to which would be charged during the amortization period 
the difference between the income taxes actually payable currently and the in- 
come taxes which would be payable with allowance for only normal depreciation 
charges. The amount so charged to the equalization income account would con 
currently be credited to a deferred credit account. After expiration of the 5 
year amortization period, the latter account would be reduced by equal monthly 
credits to the equalization income account over the remaining service life of the 
facilities (from 20 to 50 years, depending upon the life of the various types of 
facilities). The accounting so proposed at that time, which is the same as that 
now proposed by Andersen, would artificially reduce net income during the amor- 
tization period and increase it thereafter. In rejecting that proposal in the prior 
report, we said: 

“Since the tax-equalization plan is ostensibly designed to compensate for the 
inevitable lack of uniformity before mentioned, the arguments advanced in its 
favor are plausible, and those who have expressed their opposition to amorti 
zation recognize the plan as the lesser of two evils. However, * * * the object 
of its proponents, like that of the proponents’ amortization is to avoid what they 
consider an unduly favorable showing of current income, and we reject the 
plan because accounts kept in accordance with it would not present a true 
picture.” 








1The Atchison, Topeka and Santa Fe Railway Company, the Baltimore and Ohio Railroad 
Company, the Chicago, Milwaukee, St. Paul and Pacific Railroad Company, the Chesapeake 
and Ohio Railway Company, the Chicago, Burlington & Quincy Railroad Company, the 
Chicago, Rock Island and Pacific Railroad Company, the Delaware and Hudson Railroad 
Corporation, the Duluth, South Shore and Atlantic Railroad Company, the Elgin, Joliet 
and Eastern Railway Company, the Gulf. Mobile and Ohio Railroad Company, the Illinois 
Central Railroad Company, the Louisville & Nashville Railroad Company, the Maine 
Central Railroad Company, the Minneapolis, St. Paul & Sault Ste. Marie Railroad Com- 
pany. the New York, New Haven and Hartford Railroad Company, the St. Louis-Sar 
Francisco Railway Company, the Southern Pacific Company, the Southern Railway Com 
pany, the Texas and Pacific Railway Company, the Union Pacific Railroad Company, the 
Wabash Railroad Company, and the Wisconsin Central Railroad Company. 

2Platte Pipe Line Company, Service Pipe Line Company, Transmountain Oil Pipe Line 
Corporation, the Ohio Oil Company, and Sinclair Pipe Line Company. 

The Chesapeake and Ohio Railway Company, the Chicago and North Western Railway 
Company, the Chicago, St. Paul, Minneapolis and Omaha Railway Company, and the 
Seaboard Air Line Railroad Company. 
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Andersen’s objection to the decision in the prior report centers on the above- 
quoted finding. In short, Andersen now contends that if the factors of lesser 
taxes during the amortization period and possible greater taxes thereafter are 
ignored, the net income does not reflect a true picture. 

Andersen takes the position that the accounting procedures followed by the 
carriers since the issuance of the prior report as they apply to accounting for 
Federal income taxes are not consistent with generally accepted principles of 
accounting; and that, together with certain other public accounting firms in re- 
porting upon the financial position or results of operations of common carrier 
clients, it is unwilling to certify that the financial and operating statements of its 
common-carrier clients reflect generally accepted principles of accounting. In- 
stead, Andersen merely certifies that the accounts of the carriers are kept in 
conformity with the principles of accounting prescribed or authorized by this 
Commission, or include in such certification qualifying statements concerning 
the effect of amortization for tax purposes on the financial position of the 
carriers. 

It is contended by Andersen that, as a result of the mandatory accounting 
rules of this Commission, the carriers’ net income is inflated and distorted; that 
the public generally is not aware of the inflation; and that such inflation dollar- 
wise is so great that it may seriously affect the true financial position of the 
carriers in years following termination of the emergency period. To point up 
the magnitude of the problem, Andersen submitted certain statistical data 
showing the effect of amortization deductions on the net income of 14 of the 
larger class I railroads for 1954; namely, the Atchison, Topeka & Santa Fe, 
the Atlantic Coast Line Railroad Company, the Baltimore & Ohio, the Chesapeake 
& Ohio, the Chicago, Burlington & Quincy, the Great Northern Railway Com- 
pany, the Illinois Central, Louisville & Nashville, The New York Central Rail- 
road Company, The New York, Chicago and St. Louis Railroad Company, The 
Pennsylvania Railroad Company, the Southern Pacific, the Southern, and the 
Union Pacific. These data show that the reported net income for the 14 rail- 
roads aggregated $395,358,057 for 1954, of which it was estimated $89,861,141, 
or 29.4 percent thereof, resulted from tax savings or deferrals because of the 
tax amortization deductions. 

Andersen points to the fact that since our decision in the prior report the 
Federal Power Commission in Re Amendment to Uniform System of Accounts 
for Natural Gas Companies, 3 PUR (3d) 91, decided April 21, 1954, amended 
its uniform system of accounts for natural gas companies to require such com- 
panies to make provisions for tax equalization. Andersen also cites a number 
of other decisions by certain of the State commissions in which tax equalization 
is required. All of the cited cases are rate proceedings. 

Among the cases cited and discussed by Andersen is Re Panhandle Eastern 
Pipe Line Company, 3 PUR (8d) 396, decided April 15, 1954, herein called the 
Panhandle case. That case involved investigation by the Federal Power Com- 
mission of a proposed increase in rates by Panhandle. The matter of accounting 
for tax amortization deductions was a point in issue. The city of Detroit, Mich., 
one of the parties to that proceeding, contended, among other things, that only 
the amount of taxes actually paid by Panhandle should be allowed in the cost 
of service, and that the temporary savings accruing to Panhandle by virtue of 
accelerated amortization should be passed on to Panhandle’s customers. Pan- 
handle, on the other hand, contended that tax amortization does not create any 
tax savings and that its normal taxes before amortization deductions should 
be allowed in computing the cost of service. The Federal Power Commission, 
among other things, required Panhandle to charge each year to a separate 
subacecount, under its operating taxes account, an amount equal to the amount 
by which Federal income taxes are diminished by reason of the amortization 
deductions. Andersen points out that on December 15, 1955, the United States 
Court of Appeals for the District of Columbia affirmed that portion of the 
Federal Power Commission’s order in the Panhandle case covering the accounting 
treatment just described. 

In passing on the question of accounting for tax amortization, the court said 

in part: 
“We do not disturb the Commission’s [Federal 
of the problem ereated by federal income tax savings resulting from accelerated 
amortization, * * * The Commission points out that the savings in federal income 
taxes thus effected for each of the five vears will he 


Power Commission] solution 
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“* * * the difference between what taxes it [Panhandle] would otherwise have 
been required to pay without amortization and the taxes actually paid. 

“* * * We have computed the tax payments which would have been required 
without the accelerated amortization which Panhandle is permitted, and for the 
purpose of the rate schedules under study have considered that Panhandle will 
be allowed as operating expenses such normalized taxes. This does not allow 
Panhadle for rate purposes more than a fair return over the long period, but 
does recognize the grant by Congress of certain temporary tax savings under 
Section 124A.” 

“Since, however, Congress intended by Section 124A only to defer tax liability, and 
not to provide a fund which could be diverted by Panhandle to the payment of 
dividends, the Commission further states, “the accruals for taxes in excess of 
those actually paid should logically be treated by Panhandle, not as free and 
unrestricted income, but earmarked to provide for the future meeting of such 
liability.” 

“In placing the savings at the disposal of Panhandle under the limitations 
specified, the Congressional intent is effectuated.” 

In oral argument herein counsel for Andersen emphasized the matter of the 

congressional intent as set forth by the court in the Panhandle case; and, con- 
tending that our present acounting rules “frustrated” the intent of Congress, 
asserted that : 
“Now, I submit that the decision of the United States Court of Appeals for the 
District of Columbia Circuit, not only approves the proposed rule in every 
respect, but clearly makes the present rule of this Commission [Interstate Com- 
merce Commission] unlawful.” 

The Committee on Accounting Procedure of the American Institute of Account- 
ants supports Andersen’s proposal, and in its reply asserts that where amortiza- 
tion charges in lieu of normal depreciation charges are used for income tax pur- 
poses, recognition of the “deferred income taxes” is necessary in order to present 
a proper statement of net income. The American Waterways Operators, Inc., in 
its reply and in oral argument states, among other things, that only recently 
it had under consideration the submission of a similar request for consideration 
by the Commission, and that the position taken by Andersen is, in its opinion, 
sound and in keeping with generally accepted accounting practices. Lakehead 
Pipe Line Company, Inc., Badger Pipe Line Company, Cherokee Pipe Line Com- 
pany, and Salt Lake Pipe Line Company support Andersen’s position for the same 
general reasons already mentioned. Pure Transportation Company, Interstate 
Oil Pipe Line Company, and Plantation Pipe Line Company also support the pro- 
posal on the same grounds, but strongly urge that the tax equalization feature 
not be made retroactive prior to 1956 for the reason that it would have an un- 
desirable effect on accomplished financial planning. The Greyhound Corporation’s 
reply in support of the proposal includes the following: “The higher earnings 
which would be reported during the amortization period, due to the reduced in- 
come taxes payable during these years, would be misleading to stockholders and 
to prospective investors, unless adequate disclosure is made on the financial re- 
ports.” Only one railroad, the Minneapolis & St. Louis Railway Company, replied 
in support of the proposal, and in its reply set forth, among other things, that 
it does not plan any large expansion of facilities at this time; that its locomotive 
and freight car fleet is relatively new, with an average age of 10 years; and that it 
would feel the impact of greater taxes following the amortization period to a 
greater degree than other railroads. 

The replies of the 22 railroads and the 5 pipeline companies in opposition to the 
Andersen proposal generally point to the fact that the present rules for tax amorti- 
zation accounting have been in effect for over 5 years and are well established 
and publicized, and that stockholders, investors, and other interested persons are 
not misled. Certain of the opposing railroads point to the additional analysis of 
Federal income taxes now required in the carriers’ annual reports to this Com- 
mission, which shows in detail the taxes applicable to the current year before tax 
amortization deductions; the credits resulting from such deductions; the net 
after such credits ; and the total by which such taxes for the period from December 
31, 1949, to the end of the current year have been reduced as a result of the tax 
amortization deductions. A number of the replies by the railroads also stress 
that the tax amortization program is now closed, and that a change in the rules 
as proposed by Andersen at this time would only confuse the public. Certain of 
these railroads stress the physical work involved in restating the accounts, which 
they say would be extremely burdensome and expensive; and that even assuming 
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that tax equalization is sound from a theoretical accounting standpoint, it is im- 
practicable since it would require from 20 to 50 years to extinguish the tax reserve. 
Some railroads contend that in many instances they would be required to set up 
a reserve to meet a liability which at best is no more than a contingent liability 
because (among other reasons) of possible changes in the income tax laws, fluctu- 
ations in operating revenues and net income, and changes in methods of operation. 
Certain other railroads point to the fact that retroactive provision would penalize 
those which have used tax savings to make heavy investments in new facilities. 

The National Coal Association, a shipper organization, takes the position 
that the contentions of Andersen are not new and are precisely the same as 
those proposed by certain respondents in this proceeding in 1951. The associ- 
ation’s reply states, among other things, that an important objective of a system 
of accounts is to present the pertinent financial operations of a company and 
throw light upon its current position; that the present accounting rules of the 
Commission are so designed; and that separate acounting showings can be made 
if desired. 

In its reply and in oral argument, the Association of American Railroads 
questions whether Andersen is a proper party to this proceeding since it is not 
a representative of any of the carrier parties. The association also points to 
the fact that other large and reputable public accounting firms which audit 
railroad accounts have not joined in the Andersen proposal, and that it is the 
consensus of the General Committee of the Accounting Division of the association, 
without dissent of record that no change be made in the present regulations as 
they apply to accounting for amortization of emergency facilities. The associa- 
tion further states that regardless of whether or not the railroads agreed with 
the decision in the prior report, that decision has been in effect for almost 6 
years, and any change at this time would lead to endless confusion. It contends 
that persons interested in railroad earnings and financial position are aware 
of the fact that no recognition is given in railroad accounts to the tax deferrals 
incident to accelerated amortization, and that any inflation of railroad income 
attributable thereto has been fully discounted. It calls attention to the closing 
of the amortization goals and claims that for most carriers the peak of the 
amortization deductions has either been passed or will be passed in the coming 
year. It concedes that under the Andersen proposal, if such a rule had been 
made in 1951, the railroads would have paid less in State ad valorem taxes, and 
having lost that benefit the railroads would, under the proposal, be penalized 
all over again by “artificial” credits to income, particulary in States where net 
operating income is an important factor in the determination of ad valorem or 
privilege and franchise taxes. Also mentioned by the association is the addi- 
tional burden of recordkeeping and confusion in accounting for extraordinary 
retirements of property covered by necessity certificates ; in the adjustment of the 
deferred tax reserve on items of nondepreciable property such as track; and on 
certain items of depreciable property having a life up to 50 years. 

As to Andersen's position that the Commision’s rules are at variance with 
those of the Federal Power Commission and a number of State public utility 
commissions, and contrary to the intent of Congress as interpreted by the court 
in the Panhandle case, the association urges that the court decision in that case 
has little application here. It takes that position on the ground that the court 
was dealing with the ratemaking process and rate of return of an individual 
gas company, whereas this Commission usually passes on rates for railroads 
on a group basis, and that in view of the relatively low rate of return of railroads, 
the charge that the railroad industry was making more than a fair return has 
not been made in the last 35 years. 

The magnitude of the expansion of carrier facilities under the incentive of 
tax amortization since the Korean outbreak is set forth in the appendix hereto 
During the period January 1, 1950, to December 31, 1955, transportation facilities 
with a total cost of 86.6 billion were certified for amortization at $3.8 billion. 
The cost of the railroad facilities involved was almost $5 billion, of which $3.2 
billion was so certified. When the Office of Defense Mobilization closed the 
expansion goals effective as of December 31, 1955, applications covering almost 
$1 billion had been timely filed and were pending. All necessity certificates 
issued since January 1, 1956, are on applications which were so pending on 
December 31, 1955, or in connection with requests for reconsideration of ap- 
plications denied for one reason or another prior to that date. 

There is no denying the fact that the result of the accelerated tax amortiza- 
tion program reduces the current amount of taxes payable by the carriers and 
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that upon expiration of the 5-year amortization period, taxes payable will be 
relatively higher; that is, of course, assuming that future economic conditions 
will remain substantially the same as at present; that, among other things, 
the level of railroad revenues and ratio of operating expenses to operating 
revenues will be about the same; that there will be no recessions, depressions, 
or emergencies such as the Korean conflict within the next 20 years or so, and 
that income tax rates will remain unchanged. Computed on such assumptions, 
the tax deferrals resulting from tax amortization for all class I railroads for 
1955 amounted to approximately $191 million. That is about 20 percent of the 
$925 million net income for 1955 for all class I railroads. For 1956 and the 2 
or 3 years immediately thereafter, the deferrals would aggregate about $200 
million annually. The cumulative amount of such deferrals for the 1950-55 
period would approximate $593 million. At the peak level in the next 2 years, 
the aggregate of the deferrals would be over $1 billion. Assuming, again, that 
conditions generally remain unchanged for a long period, the amounts so de- 
ferred would have to be paid by the carriers out of future revenues and possibly 
a portion of the burden borne by shippers of the future in the form of higher 
freight rates. Under the Andersen proposal, that burden would be assessed 
against current revenues and operations in the accounts of the carriers and 
reported in their current statements. As indicated, it resolves itself into an arti- 
ficial normalizing process which would decrease net income during the 5-year 
amortization period and increase net income thereafter. This procedure is 
advocated by Andersen as a conservative financial procedure inasmuch as if 
would show less earnings available for distribution as dividends, and make 
stockholders, investors, creditors, and others aware of the possible future lia- 
bility, as well as the provision made for meeting that liability. 

In this connection the contingent nature of the liability in question should be 
examined further. It is termed by Andersen, and the “authorities” it cites, inter- 
changeably as a “tax deferment” or “tax free loan.” Manifestly, the amount of 
the incentive is not a loan or an advance under the accepted definitions of those 
terms. There is no express or implied provision in the governing statute, nor 
is there any understanding between the tax payer and the tax authorities, that 
the amount of the incentive will ever be repaid to the Government, Neither 
can the amount of the incentive be called a “tax deferment” in the literal sense 
of that term, for here again there is no express or implied agreement that the 
Government will in future years recoup in taxes the amount of the tax benefits 
realized during the amortization period. 

The position now taken by Andersen is substantially the same as that of the 
protestants in this proceeding in 1951 when the whole matter of amortization 
accounting was before us. In rejecting the tax equalization proposal at that 
time. we said: 

“We are unable to give controlling weight to the expressed fears of the rail- 
road carriers that without amortization accounting or tax equalization their 
financial situation at present and in the immediate future may appear more 
prosperous to shippers, investors, and others than a long run appraisal would 
justify. We do not consider it a proper function of accounting to undertake to 
provide a safeguard against such contingencies.” 

Our decision in the prior report was based on exhaustive study of all the known 
facts and the best available estimate of the future aspects of the tax amortiza- 
tion program as revived following the Korean outbreak. It is acknowledged 
that the magnitude of the expansion of carrier facilities under that program has 
been greater than the estimates available to us in 1951. If we could have fore- 
seen the extent of the program, it might have been prudent to require some pro- 
vision for the contingency for future higher taxes in the postamortization period. 
But the expansion program has been in effect for over 5 years, and the expansion 
goals have heen reached and the program closed. There is no prospect that the 
program will be reopened in the foreseeable future. 

The matter of the tax deferrals here in question has been considered in our 
general rate proceedings since the decision in the prior report, as is shown in 
our reports in Ex Parte No. 175, Increased Freight Rates, 1951, 284 I. C. C. 589, 
596, 597: and in Ex Parte No. 196, Increased Freight Rates, 1956, 298 I. C. C. 279. 
In both of those proceedings voluminous and comprehensive data were submitted 
by the rail parties concerning the effect of tax amortization deductions on both 
net income and rate of return. We did not there call for any change in our 
accounting rules. 
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As to the possible burden of the tax deferrals on the shippers of the future, 
that burden would range from $50 to $75 million annually over about 20 years. 
The actual amount thereof and the impact on future carrier net income, and 
in turn on future rates, cannot accurately be determined since it would be 
affected by many factors, previously referred to, which are unknown at this 
time. Moreover, it is not inconceivable that a large portion of the deferral 
may be absorbed by the carriers over the long postamortization period. Con- 
tributing to the absorption would be the benefit of the use of equipment fully 
almortized in the World War II period, the greater part of which will remain 
in revenue service for about 10 years hence. During the World War II period 
approximately $1.3 billion of railroad property, mostly freight cars and loco- 
motives, was fully amortized by charges to operating expenses and in theory 
paid for by the shippers of that period. If that World War II equipment had 
not been fully amortized the depreciation charges thereon would aggregate 
approximately $50 million annually over the next 10 years. Assuming that the 
urrent income tax rate continues at approximately 50 percent, the railroads’ 
net income for the next 10 years will be about $25 million greater annually 
because no depreciation will be charged to operating expenses for the fully 
amortized World War II equipment. Another factor which must be given 
weight is the possible savings in operating expenses flowing from the use of 
the new facilities acquired since 1950. Sizeable savings have already been 
realized from dieselization, centralized traffic control, and electronically oper- 
ited classification yards. Practically all new facilities installed during the 
1950-55 period have been covered by necessity certificates, 

As indicated, Andersen stresses the point that investors, stockholders, and 
others directly interested in railroad earnings and financial position either are 
unaware of the impact of accelerated amortization on the railroad industry or 
are not in a position to learn the full facts from our published reports or re- 
ports of the carriers to their stockholders. Andersen maintains that qualify- 
ing footnotes and other subsidiary references do not constitute sufficient or 
idequate disclosure. In reply, the Association of American Railroads asserts 
that those directly concerned are aware of the indicated effect and that any 
inflation as a result of amortization has been fully discounted by interested 
persons. Our study of this feature reveals that information in reports to stock- 
holders concerning the effect of amortization on the individual carriers varies 
videly. 

Our Annual Report Form A for railroads was revised in 1955 so that informa- 

on on this matter is now revealed in Schedule 350 (C) Analysis of Federal 
Income Taxes, in that report. However, we will give consideration to amend- 
ing our annual report forms for all carriers to reflect information regarding tax 
leferrals directly in the income and balance sheet schedules. 

Upon reconsideration of all the facts and arguments presented, the findings 
n the prior report, 284 1. C. C. 9, are affirmed. 

An appropriate order will be entered. 


ARPATA, Chairman, concurring: 


From a standpoint of conservative accounting procedure, the position taken 

by Andersen has some merit. But there are involved here practical considera- 
tions which transcend matters of accounting theory. I cannot ignore the possi- 
ble impact of the Andersen proposal on the carriers’ rate of return, the value of 
arrier securities, and the credit position generally of the railroads and other 
arriers involved. Clearly, a proposal which would have such a sweeping effect 
ipon the carriers should not be adopted unless there is a showing of compelling 
necessity. No such showing has been made. 

I therefore concur in the finding of the report. 

FREAS, Commissioner, concurring in the result: 

Were this problem presented, as it was in 1951, for initial consideration when 
the circumstances bringing it about were new, I would approve the petitioner’s 
proposal. However, considering as does the majority, the action of the Commis- 
sion in 1951, the fact that by that action the present practice has now become 
well established, that substantial inequities would follow a retroactive change, 
and most particularly, that the tax amortization period is now closed,.I share the 
view that the change should not now be made. 
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APPENDIX 


Total cost of all carrier facilities certified for amortization during period 
Dec. 31, 1949, to Dec. 31, 1955 





Cost of | Certified for 
facilities | amortization 
Railroad facilities: | 

Total for all types of railroad facilities years ended— Millions | Millions 
SE ee acowacainse cateaeenie  eeenpecaaace ara $573 | $385 
Dec. 31, 1954........- poeta whetareialas oe i Sead J 343 243 
Dec. 31, 1953____-- Piss «Selenite Kubin Sai ce ncck leaeuld =e 1,007 | 712 
I Or oo a dnc Re aie 1,915 1,120 
Dec. 31, 1951__- = ; te enn : ; 1, 097 720 
Dec. 31, 1950 : ; hiawhhaateebes 34 27 
a i a ‘ ees i : 4, 969 3, 207 

Number ‘ 
Breakdown by types of facilities of units 
Freight cars. -_...-- : 376, 423 2, 321 1, 732 
Locomotives_..--- 7 11, 333 1, 929 1,101 
Passenger cars___--- Py j ; ie aura 791 130 104 
Road and terminal ---.-.--.-- ‘ : ' Me 589 270 
Total 4, 969 3, 207 
Total all carrier facilities 

Railraod a 4, 969 3, 207 
Inland water carrier 460 276 
Motor carrier___-- i y 43 25 
5, 472 3, 508 
Pipeline (petroleum) 1, 162 2a 
PR chk nemnnes ' ; ‘ 6, 634 3, 798 


Source: Pipeline data, Oil and Gas Division, Department of the Interior; all other data, Transport Mobil 
zation Group, Interstate Commerce Commission 
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INTERSTATE COMMERCE COMMISSION 


No. 30920—AMORTIZATION ACCOUNTING FOR EMERGENCY CARRIER 
FACILITIES 


Submitted November 30, 1951.—Decided December 21, 1951 


Upon reconsideration, action of division 1 in requiring discontinuance of amorti- 
zation accounting for emergency facilities acquired by carriers subject to 
the Commission's accounting regulations affirmed. 


S. R. Brittingham, Jr., C. M. Davison, Jr., A. P. Donadio, W. B. Gubbins, 8S. H. 
Hellenbrandt, James B. McDonough, Jr., Craig Kimball, P. D. Jonas, G. T. Scott, 
J. B. Donnelly, H. H. Siddall, BE. Hart, and A. B. Olson for rail carriers. 

George D. Kinder and R. J. Connor for pipeline carriers. 

Walter D Matson for Secretary of Agriculture. 

A. R. Colbert for National Association of Railroad and Utilities Commissioners 

Ford K. Edwards, John D. Battle, and I. F. Estes for an interested party 


REPORT OF THE COMMISSION 
By THE COMMISSION : 


This proceeding was instituted by our order of October 30, 1951, assigning for 
oral argument the matter of depreciation accounting for emergency facilities, the 
cost of which may be amortized over a 60-month period for Federal income tax 
purposes, which, as we stated in the order, is under further consideration. Prio: 
thereto a notice dated August 20, 1951, addressed to all steam railroads stated 
that diviston 1 pursuant to section 20 (3) of the Interstate Commerce Act had 
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approved the cancellation effective January 1, 1952, of accounts 270% and 331% * 
of the Uniform System of Accounts for Steam Railroads, which by that date 
would have served their purpose. 

In the same notice it was stated that ‘steam railroads will be required to 
reverse charges to accounts 270% and 331% applicable to those emergency facili- 
ties acquired subsequent to December 31, 1949, and certified under section 124A 
of the Internal Revenue Code.”* It was also stated that “any steam railroad 
will be granted authority to provide for accelerated depreciation for any facility 
that will not be used in transportation service after the present emergency period.” 

Another notice by division 1, dated August 20, 1951, advised all carriers subject 
to prescribed accounting regulations that it “finds no justification for charges 
to carrier operating expenses representing the service loss of any such 
femergency] facility in excess of those computed at prescribed or accepted de- 
preciation rates, unless it can be shown definitely that the facility will have no 
use in transportation service after the emergency,” and that such carriers “will 
be required to conform to this policy, which will be given effect by cancellation 
of any provisions which are contrary thereto in the accounting regulations now 
in effect for the different types of carrier.” 

By both notices interested persons were permitted to file written views or argu- 
ments for our consideration in this connection, and we have heard oral argument. 
The only carriers which have availed themselves of this permission are railroad 
companies and pipelines. 

Six class I rail carriers listed in the footnote’ are in favor of the cancellation 
of accounts 270% and 331%, expressing the general belief that normal deprecia- 
tion rather than accelerated amortization is proper for accounting purposes. 
They point out that amortization accounting produces a distortion in property 
accounts in balance sheets as well as in income accounts, and in understate- 
ments of earned surplus. One carrier having outstanding income bonds upon 
which the payment of interest is contingent upon earnings fears that the reduc- 
tion of income through amortization might prevent its payment of such interest 
and otherwise impair its credit. 

The principal opposition to cancellation of these accounts comes from 90 class 
I rail carriers‘ and 31 of other classes which jointly protest against the proposal. 


1These accounts are among those prescribed for operating expenses, “designed to show 
expenses of furnishing transportation service including the expense of maintenance and 
depreciation of the plant used in the service.’ Account 270% reads as follows: 

*“Road—Amortization of Defense Projects 

“This account shall include the amount of amortization charges accrued during the 
accounting period for road property with respect to which the carrier has elected to observe 
amortization accounting for income tax purposes under Section 124, ‘Amortization dedue- 
tion, of the Internal Revenue Code, The charges so included shall be in conformity with 
the allowances acceptable to the Bureau of Internal Revenue under the regulations 
prescribed by it. 

“Nore A.—Road property subject to amortization accounting with charges to this account 
is exempt from the accrual of depreciation under the accounting 
applicable 

“Note B.—With respect to road property operated by a lessee, when under the terms 
of the lease the lessee assumes the amortization charge (either in a specified amount or as 
an undivided part of the rent), the amortization charges as authorized shall be included 
in the operating expense accounts of the lessee and the reserve shall be maintained in the 
uccounts of the lessor.” 

Account 33114. Equipment—-Amortization of Defense Projects, is identically worded, 
but its Note A provides that “equipment subject to amortization accounting with charges 
to this account is exempt from the application of sub-orders, prescribing depreciation 
rates, under the order in No. 15100, Depreciation Charges of Steam Railroad Companies.” 

2 By section 124 of the Internal Revenue Code, enacted as part of the Second Revenue 
Act of 1940 an income taxpayer was entitled to a deduction based upon amortization over 
a period of 60 months of the cost of an “emergency facility” certified by either the Secretary 
of war or the Secretary of the Navy as “necessary in the interest of national defense 
during the emergency period.”” That period ended September 30, 1945, under a proclama 
tion of the President, but substantially similar amortization deductions are now provided 
by section 124A of the Internal Revenne Code (Revenue Act of 1950, September 23, 1950), 
for duly certified facilities acquired or constructed after December 31, 1949. Accounts 
270% and 331% which were prescribed September 22, 1941, and became effective January 
1, 1942, have never been amended to include amortization charges under section 124A. 

>The Pennsylvania Railroad Company ; Chicago, Rock Island and Pacifie Railroad Com- 
pany; Chicago Great Western Railway Company; Minneapolis, St. Paul & Ste. Marie 
Railroad Company ; Missouri-Kansas-Texas Railroad Company; and Missouri-Kansas-Texas 
Railroad Company of Texas. 

4 The following are representative : The New York Central Railroad Company : The Balti 
more and Ohio Railroad Company ; Southern Railway Company and its affiliated companies : 
Illinois Central Railroad Company; The Atchison, Topeka and Santa Fe Railway Company 
and its affiliated companies; Chicago, Burlington & Quincy Railroad Company: Great 
Northern Railway Company ; Southern Pacific Company and its affiliated companies ; Union 
Pacifie Railroad Company : Missouri Pacific Railroad Company and its affiliated companies 


regulations otherwise 
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These carriers say that since the enactment of section 124A certilications for 
amortization have been issued covering the acquisition of 116,669 freight cars 
and 2,566 locomotives. Pending applications involve 110,516 freight cars and 
3,770 locomotives. The percentages of amortizable cost currently certified by the 
Defense Production Administration for transportation facilities upon recom- 
mendation of the Defense Transport Administration are SO percent for freight 
ears and 65 percent for Diesel locomotives. The protesting Carriers say that 
“these percentages represent an informed and detailed estimate of the war emer- 
gency character of the facilities acquired after proper allowance for post-emer- 
gency usefulness.” In their opinion it would be impossible for them to furnish 
proof that any particular facility would not be used in transportation service 
after the emergency, saying: 

“Neither the carriers nor the Commission can know in 1951 what use will be 
made in 1956 of emergency facilities installed this year and subject to 60-month 
amortization, * * * There is plainly no justification for approaching the 
problem differently at this time merely because speculation and estimate must 
take the place of proof.” 

The protesting carriers urge that “sound accounting principles require contin- 
uation of accounts 270% and 331%.” They consider it highly probable that the 
present period of great industrial activity and consequent demand for transporta- 
tion will be followed at some time in the future by a decline in such demand 
“onee the existing national defense effort is completed.” Hence they expect a 
lowering of the level of utilization of the equipment now being acquired due in 
part to lessened demand which they regard as a “loss in service value” within 
the meaning of that term as used in JVelephone and Railroad Depreciation 
Charges, 177 I. C. C. 351, 422, where we made the following findings: 

“1. We therefore find that depreciation is the loss in service value not restored 
by current maintenance and incurred in connection with the consumption or pros 
pective retirement of property in the course of service from causes against which 
the carrier is not protected by insurance, which are known to be in current oper 
ation, and whose effect can be foecast with a reasonable approach to accuracy 

Lessened demand in the future due to changes in general business conditions 
is not a factor which is “known to be in current operation” or “whose effect cat 
be forecast with a reasonable approach to accuracy.” 

The protesting carriers say that discontinuance of amortization accounting will 
“weaken the incentive to which the carriers have been responding to complete 
the plant expansion urged upon them by the Defense Transport Administration 
as necessary to the defense program.” The weakening of incentive is explained 
as due to the fact that without amortization, “the expense charges will be smaller 
and the reported net income correspondingly larger.” The resulting net income, 
it is said, would be artificially inflated with undesirable consequences, tending to 
increase State taxes, particularly those based on income, to cause undue optimism 
among investors as to the returns to be expected from railroad stocks, and t 
stimulate demands by shippers for rate reductions or their opposition to rate 
increases. Actually, according to the protesting carriers, the inflated net income 
is really “the recovery of an investment that would not have been made but for 
the emergency and very likely could not be paid for but for the amortization 
which Congress deemed it proper to allow.” In arguing that amortization 
would be advantageous to shippers in the long run, the protesting carriers say 
that “if we ever again have peacetime normal conditions, the shippers of that era 
will benefit by the reduced amounts of the charges to depreciation that will then 
be made as the result of the write-off of amortization during this emergency 
period.” 

Four class I rail carriers listed in the footnote ® do not agree with the 121 rail 
carriers whose views have been discussed above but are not in favor of the 
removal of accounts 270% and 331% from the accounting classifications without 
a further modification thereof. They therefore propose the inclusion of a new 
income account to be known as “533, Tax Equalization—Section 124A, I. R. CC.” 
During the amortization period this account would be charged with the difference 
between the taxes actually paid and those which would have been computed wit! 
allowance for only normal depreciation charges. The amount so charged would 
be credited to a general balance sheet account, “778, Other Unadjusted Credits.” 





5The Chesapeake and Ohio Railway Company: Chicago and North Western Railwas 


Company: Chicago, St. Paul, Minneapolis and Omaha Railway Company: Seaboard Air 


Line Railroad Company. 
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After expiration of the amortization period the reserve thus created would be 
reduced by equal monthly credits to the proposed tax equalization account dur- 
ing the remaining period in which the facility continued in service. These 
earriers concede that a considerable part of the emergency facilities, such as 
equipment, would probably have a useful service life after the emergency and 
that proper accounting does not require a change in the present prescribed rates 
of depreciation. 

The tax equalization plan would reduce net railway operating income during 
the amortization period and would increase it thereafter. According to its 
proponents, the plan would have the advantage of lessening the disparities in 
income shown by carriers which avail themselves of amortization and those 
which do not. The principal object, however, appears to be similar to that of the 
121 protesting carriers, namely to prevent a showing of “unrealistic earnings” 
and “unwarranted misunderstanding by the public,” which would lead to false 
hopes of stockholders and prospective investors and “inequities in respect of 
State tax liabilities, sinking fund payments, ete.” 

Two companies which operate pipelines, Mid-Valley Pipeline Company and 
Gulf Refining Company, ask that earriers by pipeline be permitted to charge 
operating expenses with amortization deductions available under section 124A. 
They say that such accounting is even more necessary for pipelines than for rail 
carriers since their usefulness may be restricted to a particular location deter- 
mined by the emergency so as to render them of no value thereafter, while rail 
equipment, being mobile, has more flexible utility. 

No amortization accounts pertaining to section 124 were prescribed for pipe- 
lines corresponding to those for railroads. The same resnit was accomplished in 
another manner. Upon individual application, supported by copies of related 
necessity certificates, pipeline carriers were authorized to charge depreciation 
accounts in operating expenses with amounts deductible for income-tax purposes 
in lieu of charges computed at prescribed depreciation rates. Reserves so created 
were recorded in an exsting amortization reserve account and, when the certified 
facilities were retired, were to be charged with the balance therein for the retired 
facility. On December 51, 1949, 4 years after the end of the emergency, some $32 
millions had been charged to pipeline operating expenses under the authoriza- 
tions above mentioned, of which less than $3.5 millions had been charged back 
to the reserve for retirements. 

In formation as to the total value of emergency pipeline facilities certified under 
either section 124 or section 124A was not submitted. The protesting pipeline 
earries say that they and others have made financial arrangements looking to- 
ward the construction of such facilities in reliance upon the continuance of the 
accounting authorization before described, and that, if there is a change, “it will 
be necessary to change and modify the financing plans and arrangements of such 
carriers which may result in delaying the installation of many emergency facili- 
ties and, in some cases, preventing the installation of such facilities.” 

The committee on accounts and statistics of the National Association of 
Railroad and Utilities Commissioners, the Secretary of Agriculture, and the 
National Coal Association are in favor of normal depreciation accounting for 
emergency facilities without any qualification such as that of the tax-equaliza- 
tion plan before described. It is their position that carries’ income in any given 
accounting year should be properly matched against the expenses of the same 
period, depreciation included, that unless this is done the reported financial fig- 
ures are misleading and unsatisfactory as a guide to rate making without recon- 
struction, and that a continuance of amortization acounting is potentially unfair 
to shippers. 

During the period in which amortization was permitted under section 124, 
certifications were issued authorizing deductions for income-tax purposes amount- 
ing to approximately $1.8 billions. About 99 percent of the property covered by 
these certifications is still in use according to the latest available figures. As of 
December 31, 1950, the amortization reserve resulting from the deduction above- 
mentioned represented 5.2 percent of the recorded cost of all transportation prop- 
erty of class I carries and 12.6 percent of the recorded cost of their equipment 
alone. 

The present indications are that a considerably greater amount of railroad 
property will be subject to amortization under section 124A than that which the 
carriers elected to amortize in the earlier wartime period. There are shown below 
the cost of railroad equipment for which certifications had been issued as of 
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November 15, 1951, and that of similar property involved in applications which 
were pending on that date: 


Certified Pending 
Freight cars $657, 807, 131 $676, 789, 689 
Locomotives 413, 197, 409 610, 231, 458 
Passenger cars 3, 345, 000 18, 876, 883 
1, 074, 349, 540 1, 305, 898, 030 


It appears probable that the total for certificates issued by the end of 1951 will 
rise to about $1.5 billions, of which approximately $1 billion will be subject to 
amortization. The deduction, therefore, in 1952 would be in the neighborhood 
of $200 millions, which is about $160 millions in excess of the charges which 
would be included in operating expenses at normal depreciation rates. This 
excess is equivalent to 15 percent of aggregate net railway operating income in 
1950 and 20 percent of the total net income in that year. The income figures 
of the coming 4 or 5 years would have little meaning if such an item were to 
enter into their determination, and the complications already encountered in a 
number of our proceedings involving comprehensive consideration of railroad 
earnings would be increased. In such circumstances our accounting classifica 
tion would fail to meet the purpose stated by the Supreme Court in Kansas City 
Southern Ry. Co. vy. United States, 231 U. 8S. 423, 440, as follows: 

“The very object of a system of accounts is to display the pertinent financial 
operations of the company, and throw light upon its present condition. If they 
are to truly do this, the form must correspond with the substance.” 

In another decision, Norfolk &€ W. Ry Co. v. United States, 287 U. S. 134, 140. 
the Court said that “one of the prime purposes of section 20 is and has been 
since the adoption of the Act of 1887, that the carriers’ accounts should be uni- 
form, so as to afford the Commission and the publie a basis for comparison of 
their respective operations.” Amortization for income-tax purposes being op 
tional, the election of one carrier to use it and of another not to inevitably pro- 
duces some lack of uniformity, but the disparity is greatly increased by amor- 
tization accounting. Since the tax-equalization plan is ostensibly designed to com- 
pensate for the inevitable lack of uniformity before mentioned, the arguments ad- 
vanced in its favor are plausible, and those who have expressed their opposition 
to amortization recognize the plan as the lesser of two evils. However, as before 
pointed out in this report, the object of its proponents, like that of the pro- 
ponents’ amortization, is to avoid what they consider an unduly favorable showing 
of current income, and we reject the plan because accounts kept in accordance 
with it would not present a true picture. 

We are unable to give controlling weight to the expressed fears of the rail 
road carriers that without amortization accounting or tax equalization their 
financial situation at present and in the immediate future may appear more 
prosperous to shippers, investors, and others than a long run appraisal would 
justify. We do not consider it a proper function of accounting to undertake to 
provide a safeguard against such contingencies. With reference to a some 
what similar question in Telephone and Railroad Depreciation Charges, 118 
I. C. C. 295, 317, we said: 

“It is claimed that if depreciation accounting is extended to cover all de- 
preciable railroad property it will add so materially to operating expense that 
further increases in rates will be necessary. This contention, after all, begs 
the question. If depreciation accounting is a method by which the facts with 
respect to the cost of operating railroad and telephone companies are recorded 
with approximate accuracy, then that method should be adopted regardless of its 
effect on rates. Nothing is to be gained by refusal to face facts or by deferring to 
some future date burdens which ought to borne now.” 

Upon consideration of all the facts and arguments presented to us by the in 
terested parties we are of opinion that the action of division 1 in requiring the 
cancellation of accounts 27014 and 331% of the Uniform System of Accounts for 
Steam Railroads and announcing a similar policy with respect to the accounts 
of carriers other than those by railroad should be affirmed. Railroad carriers 
will be required to reverse charges to accounts 27014 and 331% applicable to 





ir 
re 


ld 


je- 
at 

eS 
ith 
ed 
its 


tO 


in 

the 
for 
nts 
ers 
. to 


RAILROAD ACCOUNTING PROCEDURES 155 
those emergency facilities acquired after December 31, 1949, as stated by 
division 1. 

Appropriate orders will be entered. 

COMMISSIONERS AITCHISON and PATTERSON did not participate in the disposi- 
tion of this proceeding. 





EXHIBIT 6 


STATEMENT OF LEONARD SPACEK, ON BEHALF OF ARTHUR ANDERSEN & CO. 
CONCERNING THE ACCOUNTING AND FINANCIAL REPORTING OF RATLROADS 


1. My name is Leonard Spacek. I live in Wilmette, Ill., and am the manag- 
ing partner of Arthur Andersen & Co., certified public accountants. I am ap- 
pearing before you on behalf of our firm in an effort to obtain sound accounting 
principles for railroads. 

2. This will, in our opinion, require three basic changes from present practices : 

First—Railroad accounting practices should comply with generally accepted 
accounting principles followed by other businesses, including other regulated in- 
dustries. 

Second.—Grading and tunnels should be depreciable for Federal income tax 
purposes. 

Third.—The railroads’ exemptions from the Securities Act of 1933 and the 
Securities Exchange act of 1934 should be eliminated. 

These three basic changes are significant to all segments of our economy and to 
our Nation as a whole. I would like to briefly describe our firm, the reasons we 
feel the proposed changes are necessary and how the proposed changes relate 
to a public accountant’s responsibility in certifying railroad financial state- 
ments. 

3. Our firm has its home office in Chicago. We have 19 offices in the United 
States and offices in San Juan, Paris, London, and Mexico City. 

We provide audit, tax, procedure, and other technical accounting and financial 
consulting services for nearly all fields of business activity. These businesses 
include banking and financial institutions; manufacturing, merchandising and 
service organization; oil, gas, agricultural and food production and distribu- 
tion companies; electric, gas, and telephone utilities; airline, transit, trucking, 
railroad, and other transportation companies as well as other fields of business 
activity. 

Our work includes consulting services on financial and accounting problems, 
as well as testimony in rate and other proceedings before State regulatory com- 
missions, the Federal Power Commission, the United States Department of Agri- 
culture, the Securities and Exchange Commission, and the courts. Our testimony 
is on behalf of companies, regulatory agencies, cities, and other organizations. 

We have acted as consultants for Tennessee Valley Authority, Bonneville 
Power Authority, Panama Canal Company, United States Post Office, and publicly 
owned utilities. 

Our testimony and consulting work includes practically all phases of utility 
regulation, including determination of rate base, property costs, uses of valua- 
tions, working capital, depreciation, depreciation reserve, rate of return, revenues 
and expenses, and allocation of cost of plant, revenues and expenses in determina- 
tion of cost of service studies. 

4. We believe that it is fundamental that financial statements for all industry 
activities be based on generally accepted accounting principles. Simply stated, 
generally accepted accounting principles are those practices which all regulated 
and unregulated industries are required to observe in preparing truthful financial 
statements so that the financial statements will be reliable and comparable within 
and between industries. Generally accepted accounting principles must be the 
foundation or underlying support of all statements of the financial position and 
results of operations of all industries if the public is to rely on such statements 
for investment, financial analysis, ratemaking, taxation, and other purposes. 

This does not mean that generally accepted accounting principles as now ob- 
served are proper in all respects. Many improvements are long past due in 
this field but deficiencies in this respect are not a subject of my comments today 
since that is a responsibility of public accountants and applicable to all industries, 
not just railroads. 

The public interest cannot be subordinated to the interests of a single industry, 
to management, to the public accounting profession or to any governmental body 
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for any length of time without doing irreparable damage to the public. We have 
today reached that point in railroad accounting. 

5. It is our opinion that the railroad industry is directed by the Interstate 
Commerce Commission to follow improper accounting practices which are not 
recognized as being generally acceptable in other industries because they do not 
result in reliable financial statements. Also, in our opinion, when a company 
maintains unreliable financial reports, its financial policies are likely to be im- 
prudent and in the case of railroads this has been the case. 

As long as this condition exists, it is not possible for the railroads to prepare 
meaningful and fair financial statements concerning their operations. It is 
also not possible for the public accountant to certify such statements as being 
fairly prepared without taking substantial exception to the accounting practices 
prescribed by the Interstate Commerce Commission. 

The profession’s requirements in this regard are stated in Codification of 
Statements on Auditing Procedure issued by the American Institute of Account- 
ants. Page 10 of that publication states: 


“STANDARDS OF REPORTING 


“1. The report shall state whether the financial statements are presented in 
accordance with generally accepted principles of accounting. 

“2. The report shall state whether such principles have been consistently ob 
served in the current period in relation to the preceding period. 

“3. Informative disclosures in the financial statements are to be regarded as 


reasonably adequate unless otherwise stated in the report.” 
The above standards for public accountants’ reports are not being observed 
today. Furthermore, to do so, either the Interstate Commerce Commission must 


change its prescribed practices to those generally observed by other businesses 
or we, as public accountants, must decline the examination of railroad financial 
statements, or take exception to the Interstate Commerce Commission's pr 
tices. It is our opinion that the public interest is best served if the Interstate 
Commerce Commission conforms its rules to up-to-date account 
and joins with other businesses in improving these. 

7. We find major similarities between the accounting and fiscal policies of 
railroads today and the policies of utilities prior to the early 1930’s. This is 
particularly true in the field of inadequate provisions for depreciation and de- 
ferment of taxes to future periods by taking up unjustified credits as current 
profit: As a result of corrective action taken since that time the electric and 
gas utilities of today are among our strongest industries. There are numerous 
problems facing the railroad industry which are not of an accounting nature. 
Some of the most important, such as ratemaking, elimination of services, line 
abandonments, consolidations, taxation, and competitive position with other 
forms of transportation, would be clarified substantially if proper factual ac 
counting data are required as a basis for decisions in these areas, but such 
data are not available. 

8. The individual railroad companies must establish themselves in a position 
in which they are able to earn a fair return on their investment. The cost of 
service to be charged to the shippers must conform to the accounting the shippers 
must observe if justice and reasonableness are to result. On the basis of present 
railroad accounting, no shipper can be assured that cost determinations are 
made on a fair basis If fairness is to be measured by standards that are ap 
plicable to both railroads and shippers then this is a prerequisite to any fair 
charges between them. 

To determine the true facts on railroad earnings and rates, the railroads must 
get their accounting house in order by conforming with generally accepted ac- 
counting principles. 

9. On April 12, 1957, the Interstate Commerce Commission issued a notice 
of proposed rulemaking regarding nine charges to the uniform system of ac 
counts for railroads. Every one of the changes in that rulemaking proposal 
was past due 20 years ago and is a step in the right direction which has been 
made since my comments of February 12, 1957. 

The most compelling needs of railroad accounting remain unchanged by the 
Interstate Commerce Commission. For the Commission to propose to change 
the relatively insignificant practices and permit the continuance of the truly 
significant fallacies in railroad accounting is without justification. The changes 
are too few at at least one generation late. 
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10. The principal fallacies in present railroad accounting are spelled out, in 
part, in the majority view contained in a report dated March 29, 1957, issued by 
the committee on relations with the Interstate Commerce Commission which was 
formed by the American Institute of Accountants in June 1956. I say in part, 
because the majority view as it was expressed relative to replacement or better- 
ment accounting was not and cannot be factually supported. As a result of the 
censorshop of minority views imposed by the American Institute of Accountants, 
the member of our firm on that committee was not permitted to express our full 
views on why the majority’s expressions were without foundation and unsup- 
portable. Neither did the committee attempt to get the facts so that its opinion 
would be informed. We were given less than one day to write a condensed dis- 
sent and directed to limit it to specific conclusions reached by the majority. 
Such directions were followed only because we knew these hearings would take 
place. I would now like to state our views on the specific fallacies more fully. 

In explaining the fallacies in railroad accounting, I will give each argument 
that I have heard advanced for the present method, answer the argument and 
then explain why I feel that it is of compelling necessity that the changes be 
made. 

11. The first fallacy is that Federal income taxes deferred as a result of amorti- 
zation of the cost of war facilities are not provided for from current earnings. 
These deferred taxes have caused the net income of the roads comprising the 
Dow-Jones railroad stock averages to be overstated 30 and 23 percent in 1954 
and 1955, respectively. Other businesses are not allowed to report such material 
overstatements of income to their stockholders and the public, and it is wrong 
for the railroads to do so. 

12. The second fallacy in railroad accounting is the use of betterment account- 
ing for property instead of capitalization and depreciation accounting. Whether 
current earnings are overstated or understated as a result of betterment account- 
ing is not determinable under present methods of accounting without considera- 
ble analysis. Therefore, the facts necessary to determine what railroad finan- 
cial results are, so that you or anyone else can determine how well or how poorly 
railroad economics are in relation to other business, are not determinable from 
present records. The facts for this purpose are obliterated by the procedures 
prescribed by the Interstate Commerce Commission. 

13. The third fallacy is the failure of the roads to depreciate their grading 
and tunnels and thereby recover their stockholders’ investments in that property 
over its service life and reduce the cost of service to the public. 

14. At the time of my address in Milwaukee which gave rise to this hearing, 
the railroads’ earnings were materially overstated, because of the first fallacy, 
i, e., overstatement of earnings at a result of the amortization of the cost of war 
facilities. The railroads have been commenting on certain factual data supporting 
this overstatement in their stockholders’ reports and occasionally in press re- 
leases. In many cases they have stated the exact overstatement per share of 
common stock. However, mere disclosure and widespread discussion of such 
misstatements of earnings are no consolation when the basis error causes in- 
equities between holders or classes of securities. This is especially true in the 
railroad industry whose capital securities are owned by the general public and 
are actively traded on the securities exchanges daily. The comments on the facts 
causing the overstatement of earnings have, in my opinion, affected the general 
financial integrity and reputation of the roads as well as a loss of public con- 
fidence in the Interstate Commerce Commission. 

15. Because of the increasing significance of this overstatement and the belief 
that the Interstate Commerce Commission wanted to improve railroad financial 
statements, we filed a petition to correct the accounting and eliminate the over- 
statement in Angust 1955. In December of that year the United States Court of 
Appea!s for the District of Columbia Circuit affirmed a Federal Power Commission 
order prescribing the accounting which we recommended. Since this was, and 
Still is, the highest court to act on the matter, we filed an additional memorandum 
of this fact with the Commission. 

16. In December 1955 and on March 29, 1957, the American Institute of Ac- 
countants advised the Commission that it advocated the accounting proposed in 
our petition. These actions of the American Institute of Accountants merely con- 
firmed the principle we have always advocated and which they adopted in an 
Accounting Research Bulletin in 1952. 
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17. I would like to submit table 1 on the overstatement of the reported earnings 
of the railroads comprising the Dow-Jones stock averages. This table shows the 
high degree of misstatement of railroad earnings due to this one single divergence 
from generally accepted accounting principles. 


TABLE 1.—Overstatement of reported earnings by the railroads comprising the 
Dow-Jones stock averages resulting from improper accounting for taw defer- 
ment from accelerated amortization of cost of emergency facilities ** 


| 
Net income 


Overstatement 

















Amount | Percent 
| mat pe te sh co. te 
1954 | 1955 | 1954 1955 | 1954 | 1955 
The Atchison, Topeka & Santa Fe | | 
Ry. Co. system ..-----.------|$66, 172, 950 |$77, 564, 886 | $9, 003, 724 |$10, 000, 000 15.75 | 14. 80 
Atlantic Coast Line RR. Co_-.__..---| 11, 747, 486 | 13, 850, 531 4, 576, 000 4,589,000 | 63.81 | 49.55 
The Baltimore & Ohio RR. Co-_-. 14, 528, 789 23, 918, 78: 5, 208, 325 5, 806, 327 55. 88 32. 06 
The Chesapeake & Ohio Ry. Co- 39, 909, 850 | 57, 982, 7: 11, 000, 000 | 11,500,000 | 38.05 24. 74 
Chicago, Rock Island & Pacific RR. | | 
la ke - Se 18, 669, 138 | 16, 988, 158 4,117,000 | 4,509,000 | 28.29} 36.13 
The Delaware & Hudson Co. and | | 
subsidiary companies-- oaate 2, 989, 700 7, O82, 668 1, 612, 193 1, 502, 365 | 117.04 | 26.92 
Erie Railroad Co-_-_-- = 6, 378, 652 7, 892, 354 3, 059, 284 3, 272,719 | 92.16 | 70. 84 
Great Northern Ry. Co__.-------- 25, 441, 459 | 32, 100, 000 3, 400, 000 3, 700,000 | 15.43 | 13. 03 
Illinois Central RR. Co ; 22, 014, 194 | 26, 542, 044 2, 965, 468 3, 934, 000 15. 57 | 17. 40 
The Kansas City Southern Ry. Co. } | | 
a 10, 973, 099 | 12, 103, 538 1,396,227 | 1,522,000 | 14.58 | 14. 38 
Louisville & Nashville RR. Co-__.- 18, 926, 644 | 24, 637, 846 6, 983,000 | 7,602,000 | 58.47 | 44.62 
The New York Central RR. Co. | | 
and subsidiaries 3. - “i eae Cer enenee | 57, 147, 346 |...-....-- 14, 300, 000 |_- 33. 37 
The New York, Chicago & St. Louis | 
Be. Co__.. a vaien pacman 14, 460, 872 | 16, 686, 927 ,706 | 1,366,668 | 8.71 8. 92 
Norfolk & Western Ry. Co__- 26, 291, 200 | 38, 630, 611 3 ,000 | 3,963,000 | 16.63 11. 43 
The Pennsylvania RR. system 28, 259, 519 | 50, 208,856 | 11, 783, 000 7,418,000 | 71.51 | 17.34 
Southern Pacific Transportation Sys- 
tem oan ; * 44, 354,785 | 51,644,703 | 13, 685,757 | 14, 485, 255 44.62 | 39. 02 
Southern Ry. Co 26, 262, 681 | 37,993,249 | 4,048,000 | 4,570,871 18.22 | 13.68 
Union Pacific RR. Co.*. 598, 5 59, 523,881 | 9, 230,335 | 11,925,739 | 24.70 25. 05 
ME ae on ce ene we dbaekee 423,979, 548 |612, 499,127 | 96,975,019 |115, 966, 944 29. 66 23. 36 


1 Data were taken from the stockholders’ reports of the 
the accounting errors mentioned in the reports. 

2 The Canadian Pacific Ry. Co. has been omitted since it is not subject to the accounting requirements 
of the Interstate Commerce Commission. The New York, New Haven & Hartford RR. Co. has been 
omitted since the pertinent data are not available from its stockholders’ report. 

3 The data for 1954 have been omitted since the tax effect of the amortization exceeded the reported net 
income for the period. 

4 Amounts shown are the Union Pacific’s approximate income from transportation operations. 
remainder of its net income is primarily from oil and gas operations. 


respective companies without adjustment for 


The 


18. As to the railroads’ position on this matter, just prior to the filing of our 
petition, a representative of the Association of American Railroads testified be- 
fore this same committee that war facilities merely defer taxes and do not create 
income. 

The representative of the association said that the tax-amortization program 
on railroads ‘‘was intended to defer, but not to forego, the payment of taxes” 
and “there is no element of tax forgiveness involved.” Yet, the Interstate Com- 
merce Commission prescribed accounting under which the tax deferment is re- 
quired to be reported as profit. 

19. In April 1956 this association published a review of railroad operations, 
showing an accumulation of $521 million of deferred taxes at the end of 1955. 
This was considered important by the association because: “Jn comparing rail- 
road earnings in recent years with those of other industries or with railroad 
earnings in other years it is significant to note the effect of amortization account- 
ing on such current railroad earnings.” [Italic added. ] 
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In this quotation from the Association of American Railroads are two funda- 
mental premises necessary for sound financial statements which are provided by 
generally accepted accounting principles but which are not provided by present 
railroad accounting procedures. These premises are (@) comparability between 
industries and (0) comparability between years. This is all I am advocating 
in the three basic proposals I previously mentioned. Here the industry’s trade 
association recognizes the need for generally accepted accounting principles. 

20. Almost all the railroads make some disclosure of the effect of the deferred 
tax error in their reports to stockholders. As an indication of how they advise 
their owners of the error, aS well as an indication of a cause of confusion on 


this matter, I would like to submit a table of a few quotations from annual 
reports. 
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21. I would also like to submit a table showing an extreme example of the 
effect of improper accounting for Federal income taxes. 


over 100 percent in 1956. 


2 
o 


TABLE 


In this particular case 


the company’s earnings were overstated approximately 200 percent in 1955 and 


—Illustration of the effect of certain of the fallacies in the Federal 


income-tax accounting of class I railroads 


QUOTATION FROM 1956 STOCKHOLDERS’ REPORT OF LEHIGH VALLEY 


RR, CO, 


[P. 6: Income statement year ended Dec. 31} 


Revenues: 
Anthracite coal freight 
Bituminous coal freight 
Merchandise freight 
Passenger _ - 
Mail 
Express - 
All other 


Total operating revenues 


Expenses: 
Maintenance of way and structures 
Maintenance of equipment 
Traffic 
Transportation 
Miscellaneous operations 
General 


Total operating expenses. 
Net operating revenue 


Payroll taxes 
Federal income taxes 
All other taxes 
Equipment rents 
Joint facility rents 


net 
net 


Net railway operating income 


Other income: 
Separately operated properties 
Dividend income ‘. 
Income from securities, ete 
Miscellaneous rents, etc 


Total other income 


Total income 
Miscellaneous deductions 


Income available for fixed charges_. 


Fixed charges: 
Rent for leased roads 
Interest on funded debt 
Interest on unfunded debt 


Total fixed charges- 


Income after fixed charges_- 
Contingent interest 


Net income 


1 
| 


1956 


$8, 106, 821. 45 | 

2, 665, 450. 00 | 

| 64, 167, 448. 85 | 
3, 128, 483. 30 
980, 552. 52 

270, 395. 67 

2, 261, 516. 61 | 


71, 580, 668. 40 


9, 060, 045. 62 


12, 050, 820.96 | 1 


1, 800, 901. 57 

32, 314, 750. 13 

414, 337. 28 
2, 565, 444. 04 








_| 58, 206, 299. 60 
13, 374, 368. 80 


2, 464, 571. 24 
(100, 000. 00) 
2, 911, 200. 26 | 
| 1, 161, 061. 34 | 
| 211, 998.01 | 


5, 537. 95 


, 955. 47 | 
. 00 
, 796. 87 
, 465. 99 


| 976, 813. 33 | 





, 702, 351 
150, 295 


28 
44 


84 





7, 552, 055. 


19, 201. 
2, 448, 735, 
22, 456 


76 
84 
83 
, 394. 43 
41 
. 50 


91 





Ratio) 


nan 


Pen 


, 160. 37 | 
036. 00 
, 985. 31 | 
, 208. 07 
, 126. 04 
, KOA. 94 
, 211. 97 


, 232. 70 


68, 


| 
a7| 14. 
40 % 
38 2. 
20 43. 
16 
90 | 


, 422. 
, 078. 
, 954 
, 017 
, 306. 
, 694 


an Od 


3. 


473. 51 


| 


81. 


in 


. 759. 19 | 


, 515. 39 
SU Ell oascac 
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TABLE 3.—I Illustration of the effect of certain of the fallacies in the Federal 
income-tax accounting of class I railroads—Continued 


OVERSTATEMENT OF EARNINGS DUE TO FALLACIES IN FEDERAL INCOME TAX AC- 
COUNTING OF LEHIGH VALLEY RR. CO. 


[000 omitted] 


1956 1955 
Net income as reported__ . $4, 213 $5, 599 
Less reported profit resulting from incorrect reversal of prior-year overaccruals of in- 
come taxes Z 100 1, 851 
Total 4,113 3, 748 
Estimated Federal income taxes—none provided on the books because of allowable 
deductions for income-tax purposes not charged against book income, principally 
rapid amortization items 2, 065 1, 879 
Net income as adjusted : ; 2, 048 1, 869 
Overstatement of reported net income: 
Amount. : 5 2, 165 3, 730 
Percent---- : 106 200 


Page 1, paragraph 2 

Because of allowable deductions for income-tax purposes not charged against book income, principally 
rapid amortization items, no accrual for Federal income tax was made in either 1955 or 1956. The income 
ae for 1956 included a credit of $100,000 and for 1955 a credit of $1,851,035 representing prior year over- 
accruals. 


The railroads place full responsibility for the overstatement of their earnings 
on the Interstate Commerce Commission. However, they want the Commission 
to continue the overstatement of earnings and they argue with great force against 
the proposed change. The roads cannot justify placing full responsibility for 
the error on the Commission in their stockholders’ reports and at the same time 
working to prevent the Commission from rectifying it. 

22. The Federal Power Commission, the Securities and Exchange Commission, 
the Civil Aeronauties Board, and most State regulatory commissions have 
adopted or endorsed the generally accepted practice of providing reserves for 
these deferred taxes. However, the Interstate Commerce Commission refuses 
to recognize the necessity of stating the accounts and financial statements of 
railroads on the basis of generally accepted accounting principles. The Com- 
mission aS a group of laymen should not have the power to decide that pro 
fessional accounting practices may be ignored any more than it can or is quali 
fied to decide the merits of medical practices, independently of that profession. 

On December 7, 1956, the Interstate Commerce Commission failed a second 
time to prescribe generally accepted accounting principles by denying our peti 
tion on deferred taxes. 

This was done in the face of facts proving that the matter was of greatest 
significance in 1956 and 1957. In my opinion, the decision of the Commission 
does not protect the investing public, it harms the railroads by disrupting the 
confidence which should be associated with their securities and it generally 
impairs the best interests of the shippers, the employees of railroads, and the 
general public. 

23. In addition to the taxes deferred through amortization of war facilities, 
some of the railroads have deferred taxes arising each year from accelerated 
depreciation of other operating facilities. These deferred taxes, which truly 
represent mere loans from our Government to private business, are being reported 
to stockholders as additional profit rather than as the loan they will later have 
to repay if they remain profitable. I would like to submit as table 4 a list of the 
many regulatory commissions which have prescribed that provision for these 
deferred taxes be made from income. 
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TABLE 4.—Regulatory commissions which have ordered utilities to provide from 
income for the deferred tares arising from accelerated depreciation under 
sec. 167 of the 1954 Internal Revenue Code 





Regulatory Docket or case | Date of 
Line | commission for number Company order 
No. State of 
(Column A) (Column B (Column C) (Column D) 
1 | Federal Power No. G-6358 Amere Gas Utilities Co. et al June 30, 1956 
Commission. | 
2} Alabama Nondocket 1704 Alabama Gas Corp Jan. 27,1956 
; do Nondocket 1691 | Mobile Gas Service Corp Nov. 16, 1955 
4 d pas Nondocket 1679 Alabama Power Co Feb. 28, 1955 
5 | Arkansas No. U-1101_-- General Telephone Company of the South- | Sept. 17, 1956 
west. 
f Colorado No. 13856 Publie Service Company of Colorado Jan 5, 1956 
7 Florida Order No. 2225 General order to all utilities Sept. 1, 1955 
8 | Georgia Docket No. 838-U_| Georgia Power Co Aug. 16, 1955 
9 | Illinois No. 42622 Ilinois Power Co July 26, 1955 
10 do No. 42105 Commonwealth Edison Co June 13,1955 
11 | Indiana No. 26550 Natural Gas Service, Ine Feb. 10, 1956 
12 do No. 26396 Home Telephone & Telegraph Co Oct. 14, 1955 
13 do No 25842 Indiana & Michigan Electric Co. and 5 | Dee. 23, 1954 
other companies 
14 | Kansas Docket No Kansas City Power & Light Co May 16, 1956 
50644-—U 
15 Kentucky No. 3042 Western Kentucky Gas Co Nov. 15, 1955 
16 do No. 3026 Kentucky Utilities Co Sept. 28, 1955 
17 lo No. 2989 Kentucky Power Co Aug. 16, 1955 
Is Louisiana No. 6172 i General order to all utilities Feb. 25, 1953 
19 | Maine U-2164 Bangor Hydro-Electric Co Jan. 12,1955 
20 Massachusett D. P. U. 11975 The Berkshire Gas Co Dee. 31, 1956 
21 | Michigan 1D) +i§8-55-1 Indiana & Michigan Electric Co Sept. 12, 1955 
22 do 1)-1282—-A-54.2 Che Detroit Edison Co Nov. 5, 1954 
2 Missouri No. 13294 Kansas City Power & Light Co Feb. 28, 1956 
24 | New Hampshire | No. 675¢ General order to all utilities Jan. 26, 1956 
2 New Jersey Elizabethtown Consolidated Gas Co Mar. 29, 1956 
26 New Mexice No. 2347 General Telephone Company of the South- | May 28, 1956 
west 
27 | Ohic No. 26010 Cincinnati Gas & Electric Co Mar. 6, 1956 
28 do No. 25731 Cleveland Electric luminating Co Dee. 29, 1955 
2g do No. 25438 Ohio Power Co Sept. 9, 1955 
0 | Oklahoma y. E. is Public Service Company of Oklahoma | July 18, 1955 
31 do J. FE. 5361 Oklahoma Natural Gas Co June 29, 1955 
32 | South Caroli: No. 9849 South Carolina Continental Telephone Co Dee, 29, 1955 
} \ i No, 12665 Appalachian Electric Power C¢ June 6, 1955 
34 | West Virginia No. 4289 do May 26, 1955 
5 | Wisconsin 2-U-4138 Wisconsin Fuel & Light C: Jan. 27, 1956 
The Pennsylvania Publie Utility Commission disallowed a provision for deferred taxes under sec. 167 in 
itemaking proceedir rt the only Known disallowance of such a provision and it was for rate- 
naking purpo | 


24. Mr. C. W. Emken, the Director of the Bureau of Accounts, Cost Finding 
and Valuation, of the Interstate Commerce Commission, has told our firm for 
nearly 2 years and as recently as a few weeks ago that he was in complete agree- 
ment with us on this matter and he has indicated that the Commission’s ac- 
tions were not in consonance with the intent of the tax amortization program. 
His advice on this matter should be followed by the Commission. 

25. By its actions, the Commission is failing to support and is assisting to 
defeat the purpose of the amortization program authorized by Congress. 

26. In its rulemaking proposal of April 12, 1957, the Commission could have 
accepted the recommendation of the American Institute of Accountants and pro- 
ceeded to rectify this cause of misleading financial statements. The Commission 
did not do so. It failed the public interest a third time by not recognizing the 
generally accepted accounting principles followed by other regulatory commissions 
and by nonregulated businesses. In our judgment, this failure causes a severe 
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injustice to investors and it leaves a billion-dollar burden for the public to bear 
for this item alone at a time when this burden will produce no income and when 
the public and our economy as a whole might not be in their strong position of 
today. 

27. Like their deferred tax accounting, the railroads’ replacement or better- 
ment accounting for property is different than the property accounting of any 
other industry. Under replacement accounting, the operations and the financial 
position of railroads shown in the financials are not comparable with those of 
other industries. For instance, a railroad and a manufacturing company could, 
in fact, earn the same net income per share—but, the railroad would show a 
loss or a greater net income per share, whichever it might currently desire, as a 
result of following replacement accounting. This difference in showing of earn- 
ings does not change the fact that the two companies’ earnings were really the 
same. It may cause investors to be misled, imprudent management decisions, 
improper ratemaking and it may impair the general progress of our country as a 
whole. 

28. To demonstrate what I mean, I would like to review table 5 showing how 
the property accounted for under replacement accounting is unrelated to the 
physical property owned and in service. This table is based on actual data 
and is patterned after track facilities in the western section of the United States. 
It shows that the track was originally installed in 1875, that it went through 
4 successive generations of replacement, and how the recording of only bet- 
terments in the property accounts has caused the contents of the property ac- 
count to bear no relation to the property now in service. According to the prop- 
erty account, the property in service at the end of 1955 cost $12,914 but the true 
cost was $22,303. 

From this table, you can readily see how replacement accounting causes mis- 
leading financial statements by substantially understating the cost of prop- 
erty as compared with that of other businesses. On property that has been in 
service several years there is some offset to this disparity, but that does not 
justify the failure to properly reflect the cost of the property in the financial 
statements in the first instance and the amount of such offsets is not readily 
determinable. 
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PROPERTY RECORDED ON BOOKS IS UNRELATED TO THE 
PHYSICAL PROPERTY IN SERVICE 











WEIGHT COST OF STEEL 
OF PER 
SIZE OF RAIL —RAIL_ TON AMOUNT 
(One rail retired years ago and four pieces @ 
added of which only one exists today) . 
1875 (original construction) Fe «+++ ee-s 60 Ib. ----- $ 67 ..--$ 7,075 
1895 (additional pieces ----- > tee ee eee 20 «++ sees 21 ---- 739 
of rail) 
1925 (additional pieces --:- : i tee eee 20 -- seers 38 ---- 1,338 
of rail) 
1940 (additional pieces --- - * tees see eees 36 +--+: 950 
of rail) 
1955 (additional pieces ** ~*~ ° - a Bet FS Gu+>-> 22m 
of rail) 
i 
WRN a ws incendie teen enema aera $12,974 


NOTE: The above illustration is based on the cost of steel alone. In 
the assumed case, the railroad property account would include the labor 
of installation of the 60 lb. rail in 1875, Obviously, with the changes in 
ow price level since 1875, the cost of laying the 132 lb. rail in a recent 
year would be several times the cost in the property account, 


29. To further illustrate the cause of the lack of relationship between the 
property recorded on the railroads’ books and the physical property in service, 
I want to present table 6 on the price of rail per ton. This table shows the rise 
in the price of rail per ton since 1900 to be over 330 percent. But, the cost in rail- 
road property accounts for recently installed rail is the price when steel was 
only $20 or $30 a ton as was illustrated on table 5. 
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PRICE OF RAIL PER TON 
1900 - 1956 


$110 


70 


60 





1900 1910 1920 1930 1940 1950 1956 


30. In the case of replacement accounting, the circumstances have also changed 
since my address in Milwaukee on February 12, 1957. The railroad accounting 
committee of the American Institute of Accountants has recognized the in- 
consistency between railroad accounting and that of other businesses. 

In its report of March 29, 1957, it stated: 

“The committee has given consideration to the ‘replacement’ method of ac- 
counting with respect to ties, rails, and other track materials in contrast to 
‘depreciation’ methods which have become generally accepted practice in other 
industries and for other categories of railroad property.” 

The committee report continued: “The committee believes that ‘replacement’ 
accounting does not accord with practices generally followed by other industries.” 

This committee has very clearly confirmed the fact that the replacement meth- 
od of accounting is not in conformance with “generally accepted practice in 
other industries.” In so doing, they have recognized that the railroads are 
out of step with all other industries, but yet the committee recommended no 
change in this accounting. 

31. Their conclusion was: 

“The committee believes that ‘replacement’ accounting does not accord with 
practices generally followed by other industries. As to track components, how- 
ever, the committee, in consideration of the long history of the use of replace- 
ment accounting by railroads with respect thereto, the unique nature of this 
gategory of railroad property, its relatively stable physical quantity, and the 
mature economic status of the industry, has concluded, with one member dis- 
senting, that no substantial useful purpose would be served by a change to 
depreciation accounting techniques in the absence of evidence indicating that 
depreciation-maintenance procedures would provide more appropriate charges to 
income for the use of such property.” [Italic supplied. ] 

I would like to answer each of the four arguments quoted above in the 
sequence in which they appear: 
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32. Arguments.—‘‘in consideration of the long history of the use of replace- 
ment accounting.” 

Answer.—The length of time that an erroneous policy has been followed lends 
not one degree of propriety to the error, it only prolongs and increases the 
burden of the change when a proper policy is adopted. 

33. Argument.—“the unique nature of this category of railroad property.” 

Answer.-—Unique nature apparently means—characteristics without like or 
equal. Looking at this property, it is not unique, it possesses no characteristics 
which are without like or equal and, when we look outside the railroad world 
at other businesses, the circumstances prove that the property is not unique. 
The poles, crossarms, pins, pole steps, insulators, conductor, cable, gas mains, 
valves and many other types of property owned by electric, gas, and telephone 
companies all possess similar characteristics. They are of extremely mass 
volume, relatively low cost per unit and are regularly replaced during the 
process of maintaining the functional segment of property of which they are 
a part. 

34. Argument.—‘Its relatively stable physical quantity,” 

{nsiwer.—Since financial statements are stated in terms of dollars, not physi- 
cal quantities, the relative stability of the physical quantity is irrelevant and 
has no bearing on the problem. Also, the statistics published by the Interstate 
Commerce Comimssion show that the quantities are not stable. The quantity 
of rail in service has increased 20 percent during the past 35 years. The com- 
mittee apparently noted that the mileage had remained relatively stable. The 
fact is that rail is purchased by the ton and the dollar investment is based on 
tonnage, not miles. The tonnage has increased 20 percent. Table 7 shows these 
facts as well as the fact that the number and carrying capacity of freight cars 
has decreased substantially but no one would advocate “replacement” account- 
ing for these cars. 


MAIN TRACK AND FREIGHT CARS IN SERVICE 
FOR CLASS 1 LINE-HAUL RAILWAYS 
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35. Argument.—‘The mature economic status of the industry,” 

Answer.—Maturity of an industry gives no credence to an accounting prin- 
ciple which is wrong. The bad practices of utilities were well engrained in those 
companies over a period of two generations before their accounting was rectified 
by new systems of accounts in 1936. If maturity of the business had blocked 
accounting progress, these changes in utility accounting never would have oc- 
curred. 

36. If the facts had been secured by the committee, they would have proven 
that the results under replacement accounting differ materially from the results 
that would be derived by application of the proper accounting principles followed 
by other businesses. However, the railroad committee of the American Institute 
of Accountants ignored the factual data on the problem. If they had secured 
the facts, as they should when certifying financial statements, it would have been 
apparent that the arguments offered were fallacious. 

37. To the best of my knowledge, the only published study of factual data on 
this matter was made by the Association of American Railroads in 1949, after 
the accounting staff of the Interstate Commerce Commission had studied the 
problem and proposed that the Commission issue an order directing the roads 
to adopt capitalization and depreciation accounting (the Interstate Commerce 
Commission called it write-in and write-out accounting). A copy of the study 
by the Association of American Railroads, the Commission order proposed by 
the accounting staff of the Commission and certain excerpts from a report of the 
accounting staff are presented herewith as appendix A. 

It might be interesting to consider now the arguments which the railroads 
advanced against the Interstate Commerce Commission’s proposal to eliminate 
replacement accounting. The arguments and the answers to each are: 

38. Argument.—‘Present replacement accounting * * * adheres closely to the 
variations in the price cycle.” 

Answer.—The answer to this argument is that generally accepted accounting 
principles do not recognize depreciation which considers “variations in the price 
eycle.” Such depreciation is referred to as price-level depreciation. Price-level 
depreciation should not be adopted for the railroad industry alone but should 
be recognized universally. Furthermore, if price-level depreciation were to be 
recognized in the railroad industry, it would have to maintain the true cost of 
property in service and apply the principle to equipment as well as to road 
property. 

If other businesses recognized this principle in their accounting reports they 
also would have inadequate profits as compared to those shown by their present 
standards of accounting. The question therefore can rightly be raised—are the 
railroads’ low income results as compared to the showing of other businesses 
caused by differences in methods of accounting? No one will ever know until 
railroads keep the facts by which the comparison can be made. 

Also, by getting price-level depreciation accepted under the guise of replace- 
ment accounting, the railroads are including such depreciation in their costs for 
ratemaking purposes and are causing other businesses to pay freight charges 
which will restore railroad capital at present price levels. However, these ship 
pers are denied the right to price-level depreciation in their own financial state- 
ments and in their own tax returns. 

39. Argument.—‘The effect * * * would be to lodge in the investment ac- 
count very large expenditures which * * * for 35 years have been regarded as 
for repairs * * * without any improvement of the property or any extension of 
its service life.” 

Answer.—This end result is true in all businesses by present accounting prac- 
tices but the railroads cannot plead poverty as compared to other businesses 
unless their accounting compares to other businesses. 

40. Argument.—‘creation of substantial amounts of artificial income,” “‘more- 
over, income * * * would be inflated during periods of prosperity and depressed 
during periods of adversity.” 

Answer.—If it is true that railroad income would be increased if replace- 
ment accounting were eliminated in favor of cost depreciation accounting, it 
then becomes all the more important for the roads to tell the public, their 
shippers, and owners, that they are understating earnings as compared with the 
earnings of other businesses. 

The fact is that no one, including the committee of the American Institute of 
Accountants, knows what the effect would be if practices of other businesses 
were to be applied to railroad property accounting. If their position is cor- 
rect, all railroad property should be on a replacement-accounting basis—as 
well as all other business property. 
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It is certainly true that generally accepted accounting practices result in the 
reporting of inflation in income but, it is true for all businesses and should be 
corrected for all businesses. It should not be corrected by indirection or on a 
disguised basis for a part of the inflation occurring in railroad income. 

41. Argument —“The effect upon Federal and State income taxes cannot be 
accurately forecast. In any event it appears probable that the railroads would 
either have to pay additional taxes on the artificial income created or assume 
a considerable expense to restate their accounts to conform to tax requirements.” 

Answer.—This is the real railroad objection to the practices followed by all 
other businesses. By replacement accounting, they think they avoid part of 
artificial inflationary income on which all other corporations must pay a 52 
percent tax. If their premise is true—it is also true that they get a tax ad- 
vantage that is not available to other businesses. If this is true, it merely means 
they make a lot more money than they show for ratemaking and financial pur- 
poses than would be shown by the standards of accounting followed by other 
businesses. When justified, this principle applies to all business—and I think 
it is justified for all business but not for railroads alone. Inconsistent account- 
ing as compared with other businesses cannot be justified on this basis. It is 
based on concealment rather than upon fair presentation. I see no reason why 
railroads should not be subject to the same principles of accounting for tax 
purposes that are imposed on all other businesses. 

42. Argument.—“Method of accounting as stated in the proposed order is 
deficient.” 

Answer.—This is a generalization which is not supportable other than that 
the method might not have been stated with all the clarity desired. If the 
method was not stated clearly, the proposed order could easily have been revised. 
All that is needed is a little judgment in the application of it to the railroads 
as in other businesses. 

43. Argument.—‘The added burden of expense * * * would be substantial and 
lasting.” 

Answer.—Railroad property and other accounting and reporting procedures 
are so deficient that if betterment accounting were eliminated, the roads might 
well decrease their present recordkeeping costs substantially. 

In addition, elimination of betterment accounting would open the door to the 
establishment of simple property records of far greater use than the present 
records. This would permit the Interstate Commerce Commission to discontinue 
keeping certain property records, thus reducing Government costs which are 
already excessive. 

In my opinion, procedures and practical property units could easily be developed 
which would provide more meaningful information at less cost to the roads. 
Knowing the true cost of their property and the real status of their depreciation 
reserves would be of great value to the roads and would aid them in building 
investor confidence so as to ultimately place them in the high position in our 
economy in which they belong and which they are capable of attaining once again. 

44. Argument.—“Tracks have reached the age where replacements of the parts 
are fairly uniform and thus have arrested the diminution of service value * * * 
a change * * * would serve no purpose other than to spread the cost of replace- 
ments uniformly by years.” 

Answer.—If the diminution of service value has been arrested, deferred re- 
placements of track property must have remained constant during recent years. 
It is known that the deferred replacements of rail, ties and other track property 
have not remained constant and I will later furnish factual data from Interstate 
Commerce Commission statistical reports to @isprove this assertion. 

To say that a change would serve no purpose other than to spread the cost 
of replacements uniformly is wrong. A change would serve many purposes in- 
cluding the recovery of all property costs in excess of realizable salvage during 
the service life of the property. This is an absolute necessity. I will later offer 
a table of quotations in which the National Association of Railway and Utilities 
Commissioners, including the Interstate Commerce Commission, support this 
fact. 

This completes my comments on the objections of the railroads to the Inter- 
state Commerce Commission’s proposal to eliminate betterment accounting. 

45. Betterment accounting was eliminated in Canada effective January 1, 
1956, and depreciation accounting was adopted. The depreciation provisions of 
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the present classification of accounts for railroads in Canada and in the United 
States are being filed as appendix Bb for purposes of comparison. 

The two principal Canadian railroads mentioned this change in accounting in 
their 1956 reports to stockholders. Each of these stockholders’ reports explains 
the overall effects of the change to depreciation accounting. The effect of this 
change on current earnings of the roads was not significant. Copies of the 
pertinent sections of these reports are being submitted herewith as appendix C. 

The board of transport commissioners for Canada consulted with the firm of 
Riddell, Stead, Graham & Hutchison, chartered accountants, during their review 
of replacement accounting. That firm’s report on replacement accounting Clear) 
states the deficiencies of that method and the necessity of depreciation account- 
ing. Quotations from that report are being included herein as appendix D. 

46. It has been stated that it is impractical to establish property units for 
purposes of accounting for this mass property. I would like to mention that a 
billion dollar telephone or electric company would have 1 million poles, 2 million 
crossarms, 10 million insulators, 500 million feet of wire, ad infinitum, and such 
companies maintain highly efficient property records which provide concise 
information of great value to management and others in ratemaking as well as 
more routine proceedings. 

The railroads are not unique in owning large quantities of small items of plant, 
and no accounting system needs to account for items of plant such as tie plates, 
spikes, etc. Mention of such items as an objection to proper accounting pro 
cedures is smokescreen. 

47. It might be contended that under betterment accounting the costs charged 
to operating expenses are higher during the periods of high traffic activity, but 
those who offer this as a reason fail to mention that during the high traffic periods 
the retirements of property are at an alltime low. Hence, the property retire- 
ments charged to maintenance to theoretically offset the depreciation, which is 
not provided, vary inversely with the volume of traffic and negate any merit there 
might be to this argument. Also, railroads having substantial retirements of 
property within a year may secure authority from the Interstate Commerce 
Commission to charge retirements against earnings retained in the business in 
previous years. This precludes any charge against income for the use of this 
property and it is not justified. 

48. One of the premises of betterment accounting is that the property to 
which it is applied has an economic life of a great many years. It has been 
contended that property having a life of 100 years or more need not be depreci- 
ated until its foreseeable life is no greater than 40 years. It has also been ad- 
vanced that property should be depreciated over the earlier and more productive 
years of its life by acceleration as may now be done for Federal income-tax 
purposes. 

These two theories are obviously contradictory. Neither is properly applicable 
to the property accounted for on a betterment basis. 

49. I have quoted the conclusion of the railroad committee of the American 
Institute of Accountants and explained why the reasons given in support of 
their conclusion were erroneous. Now, I would like to offer you some factual 
data on why replacement accounting causes these serious impairments in rail 
road financial reports and why the American Institute of Accountants’ report 
approving the continuation of replacement accounting is not founded on facts 
but on the “absence” of facts. 

50. I have table 8 showing the required and actual miles of rail replacements 
during the past 20 years for the class I—line haul railways. This table has been 
developed from statistics published by the Interstate Commerce Commission. 
The top line on the table, which is a series of dashes, shows the miles of replace 
ments which were required in each of these years in order to maintain the 
property and cause the replacements charged to expense to approximate the 
annual exhaustion. 

The lower line on the table indicates the actual miles of new and used rail laid 
in replacement activities during these years to cover exhaustion. 

The area between the two lines represents the annual and cumulative deficiency 
in miles of rail laid if replacements were to be spread equally over the service 
life. This area aggregates 80,000 miles which would cost over $1 billion to re- 
place. Railroad equity capital is overstated now by this amount on a replace- 
ment accounting basis and current income was overstated by the same amount 
spread over the years indicated. 
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TRACK MILES OF RAIL REPLACEMENTS REQUIRED UNDER “‘REPLACEMENT'’ ACCOUNTING 
AND 
TRACK MILES OF RAIL ACTUALLY REPLACED 


CLASS I LINE-HAUL RAILWAYS 
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R REPLACEMENTS 
DURING THE YEARS 1942-1945 THE REQUIRED REPLACEME 


1.C.C, AUTHORIZED RESERVES FOR (A) BASED ON A 20 YEAR LIFE FOR NEW 
c , RAIL PER PAGE 15 OF A STUDY OF 
DEFERRED "REPLACEMENTS. DEFERRED REPLACEMENTS BY THE 
1.C.C. IN 1983. 


(B) REFLECTS DOWNGRADING OF RAILS 
BASED ON REUSE OF 50% OF RAIL 
SO THAT OVERALL PHYSICAL LIFE 
OF REUSED RAIL IS 40 YEARS. 


D1. Table 9 presents the actual and required crosstie replacements during the 
past 15 years on the basis of economic service lives of 28 years and 14 years for 
treated and untreated ties, respectively. 

On this table, the top line is the replacements required to cover tie exhaustion 
and the bottom line is the actual tie replacements during these years. The 
shaded area between the lines represents the volume of tie replacements which 
Was necessary in each year if a uniform spread were to exist but which were 
deferred and not replaced. These deferred replacements aggregated 70 million 
ties at December 31, 1955. At an estimated cost of $5 per tie, this shows that a 
reserve of $350 million is necessary to provide for the replacements deferred 
during recent years—this results in an overstatement of present income and 
common stock equity by this amount under replacement accounting. 

Under replacement accounting a reserve provision would be required from 
current operations in order to properly state current operating expenses and to 
avoid a material misstatement of earnings. Under accounting practices followed 
by other businesses, depreciation on property in use would be charged to expense 
and these fluctuations in earnings resulting from variations in property replace- 
ments would not exist. 
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QUANTITY OF TIES REQUIRED UNDER ‘‘REPLACEMENT” ACCOUNTING 
AND 
QUANTITY OF TIES ACTUALLY REPLACED 


CLASS I LINE-HAUL RAILWAYS 
1941 — 1955 


66 % ~— RATIO - ACTUAL TO REQUIREMENT 





50,000,000 
MAKE UP “REPLACEMENTS” 
WHICH SHOULD HAVE BEEN 
CHARGED TO A RESERVE 
45,000,000 PROVIDED FROM OPERATIONS 
IN PRIOR YEARS UNDER 
"REPLACEMENT"? ACCOUNTING 
40,000,000 
35,000,000 DEFERRED "REPLACEMENTS" 
CUMULATIVE DEFICIENCY 
SINCE 1945 OF 70,000,000 TIES 
30,000,000 AT CURRENT COST OF $5 
ACTUAL EQUALS $ 350,000,000 F OR 
' WHICH A RESERVE FOR DE- 
25,000,000 fF>——7— ese preg ta Te . 4 FERRED REPLACEMENTS IS 
REQUIRED. 
20,000,000 
15,000,000 
10,000,000 
5,000,000 
0 
1941 1945 1950 1955 
$1.70 $2.70 $3.70 $4.40 ~— aVERAGE COST PER TIE 
INSTALLED. 
ee 


DURING THE YEARS 1942 — 1945 THE 
1.¢.C. AUTHORIZED RESERVES FOR 
DEFERRED “REPLACEMENTS.” 


# BASED ON 14 AND 28 YEAR LIVES FOR UNTREATED AND TREATED TIES, 
RESPECTIVELY, PER PAGE 14 OF A STUDY OF DEFERRED REPLACEMENTS 
BY THE 1.C.C. IN 1953. 


52. Each of these tables shows the period of World War II during which the 
Interstate Commerce Commission authorized reserves for deferred replacements. 
The two Commission orders authorizing these reserves are in appendix E. The 
extent to which the Interstate Commerce Commission disregards proper ac- 
counting is indicated by the authorization of deferred replacement reserves when 
replacements were in fact in excess of annual exhaustion. Now that replace- 
ments are at their lowest level in 30 years and the problem is of real and growing 
significance, the Commission has on April 23, 1957, issued a notice of proposed 
rulemaking to further consider the matter. This is a step in the right direction. 

The American Institute relied on the accident records to place a stop to deferred 
replacements, but did not seek or secure these data to guide their decision. This 
further emphasizes its error of deciding important matters in the “absence” of 
factual data. 
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53. A study of the degree of deferred replacements in the railroads was pre- 
pared by the Engineering Section of the Bureau of Valuation of the Interstate 
Commerce Commission as of December 31, 1952. This study showed a deficiency 
of $1 billion for all track structure. A copy of the Commission’s study is sub- 
mitted in appendix F. 

54. The graphs that I have submitted as tables 8 and 9, the Commission’s 
orders and the Commission's study of deferred replacements are clear factual 
documentation of the lack of stability of replacements and the accumulation of 
substantial deferred operating expenses as a direct result of the replacement ac- 
counting followed by railroads. This replacement accounting was condoned by 
the American Institute of Accountants in their report of March 29, 1957. 

Replacement accounting rests on the false assumptions of stability of replace- 
ments and relatively constant volume of physical facilities. The gravity of these 
false assumptions is demonstrated by the $114 billion of deferred replacements 
at the end of 1955. Since the American Institute committee did not bother to find 
out the facts and then specifically stated that its opinion was based on the 
“absence” of facts I cannot but assume that the committee did not want to know 
what the facts were. This is even more serious when you consider that certified 
public accountants’ professional responsibility is to express opinions only when 
supported by factual evidence. The only possible usefulness of the American 
Institute’s report based on the “absence” of facts could be to lend credence to a 
procedure which would be disproved if it had to rest on a review of factual data. 

D>. Deferred replacements like the deferred taxes which railroads have not 
recorded on their books cause the financial statements of the individual roads and 
the industry as a whole to be misleading. They cause investors to be misled and 
can cause substantial inequities between individual and classes of investors in 
both short- and long-range fiscal periods. If all investors purchased their se- 
curities when the companies were built and held them forever, they would not 
necessarily be treated equitably and we know that railroad securities are actively 
traded on our stock exchanges. I would like to submit table 10 illustrating the 
change in number of holders of one company’s common stock. 

The holders of common stock of Seaboard Air Line Railroad Co. have increased 
in each of the years shown and at the end of 1956 they were nearly twice the 
number at the end of 1953. 

The degree to which these new holders have relied on the overstated earnings 
in deciding how much they could pay for this stock is unkonwn. Also, what 
will be the extent of their losses in future years when the false profits of 91 cents 
per share end? 

The degree of misstatement of this company’s earnings due to replacement 
accounting is not readily ascertainable. 

Proper accounting principles would eliminate both of these misstatements, 
eliminate the unjustified risks placed on the investors and enable them to follow 
sound investment policies. 
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56. We have considered the first two fallacies in railroad accounting, now let 
us review the third fallacy: the failure to properly depreciate property, particu- 
larly grading and tunnels. Table I1 which follows summarizes the roads’ prop- 
erty as to its depreciation status at December 31, 1955. 

TABLE 11.—Summary of property in service of all class I line haul railways as of 
Dee. 31, 1955 


{In millions] 


Total Not being 
depreciated 


Road 


Costs which should be depreciated under generally accepted aecount- 
ing principles, but which are not presently depreciable: 


[rack structure (ties, rail, ballast, ete. $5, 500 $5, 500 
Grading and tunnels 3, 000 3, 000 
Other 1, 500 1, 500 
Costs presently being depreciated 7, 000 
Land 1, 500 
Total 18, 500 10, 000 
Equipment 11, 500 
Total 30, 000 10, 000 


The $10 billion investment in property which is not being depreciated con- 
sists of 51% billion of track structure, which is accounted for under replacement 
accounting, 8 billion of grading and tunnels and 1% billion of other property. 

For the sake of clarity, I would like to repeat, not $1 out of this 10 billion is 
currently being depreciated. It is not depreciated on the books, it is not de- 
preciated for ratemaking purposes and it is not depreciated for Federal income 
tax purposes. That is to say, no attempt whatsoever is being made to recover 
this amount of railroad security holders’ investments. It is difficult to conceive 
of any indivdual or group of individuals investing such a staggering sum in 
property without providing a means of recovering their investment. But these 
are the facts. They are taken from statistical publications of the Interstate 
Commerce Commission. This property represents two-third of all common stock- 
holders’ capital. If it is never depreciated, how can any shipper or stockholder 
expect lower rates when there is no way to pay back the stockholder and no 
chance for the stockholder to ever get back two-third of his investment. 

Railroad grading and tunnels have a very long service life, they have little 
or no value for any purpose other than that for which constructed. They are of 
no value when abandoned. If a railroad is ever going to recover these costs, it 
must do so while the property is in transportation service. 

It is little wonder that railroads have had so much financial difficulty when 
the “dead” grading costs are allowed to stand as an investment in perpetuity. 
No other business could possibly exist if the same practices were followed. This 
condition must rest as a responsiblity of railroad management and the Interstate 
Commerce Commission. In my opinion, the public, if it knew these conditions, 
would have demanded that they be changed to preserve the railroads in the public 
interest. Even our public property such as our highways, which, by the way, is 
the biggest advantage to the railroad competitor, that also have grading and 
roadbed useful in perpetuity, are paid for and amortized over a reasonable useful 
life. Railroad property should be treated and accounted for with some sense of 
public interest in its economic status even if only from a national defense point 
of view. On this basis, stockholders’ interest could be made secondary, but 
their welfare is identical with that of the public so there is no conflict. 

The purpose of depreciation is to distribute the cost of plant facilities over 
their economic lives as a means of recovering the investment therein during the 
period of time in which that plant produces revenue. This principle has been 
recognized by the Interstate Commerce Commission and all other regulatory 
commissions in the United States. The Interstate Commerce Commission has 
recognized this principle by requiring that depreciation be provided on freight 
cars, locomotives, buildings, retaining walls, culverts and certain other road prop- 
erty. The investment in track and grading is like the investment in equipment 
and other facilities, which is presently depreciated, in that this investment must 
he recovered over the economic life of the property. Once it is recovered it is 
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removed from the rate base and no return thereon in required—just like high- 
way bonds when retired. 

58. In a report entitled “Report of Committee on Depreciation” the National As- 
sociation of Railroad and Utilities Commissioners, of which Interstate Commerce 
Commissioners are members, has stated: 

“The definition of depreciation which has been developed * * * encompasses 
all utility plants except those operations which will be represented by salvage 
recoveries. Whether plant be tangible or intangible, whether it be real property 
or personal property, whether it be portable or fixed, its utility, its service 

eapacity, or its service life will be consumed in the operations of the enterprise, 
except for the portion that can be sold to others (or can be rededicated to the 
service of the utility) .” 

This definition is clear. It is clear as being applicable to railroad property 
including grading and tunnels. 

The common stockholders of all the class I railroads in the United States have 
the last right to assets of the companies and they will ultimately have to bear 
the weight of the ultimate loss in railroad property accounts. The common 
stockholders’ equity in the assets of the roads is shown by their books to consist 
of $6144 billion of common stock and $9 billion of surplus, or a total of $1514 
billion. To demonstrate the significance of the failure to depreciate and recover 
the $10 billion of stockholders’ equity invested in property, I quote from the 
1943 Report of Committee on Depreciation of the National Association of Rail- 
road and Utilities Commissioners of which the Interstate Commerce Commis- 
sioners are members: 

“The effect of depreciation policies upon the rights and interest of utility 
investors is an aspect of the depreciation problem which is often overlooked 
and which has received much less attention than its importance warrants. It 
might be thought that the heavy losses incurred by investors in the securities of 
street railway companies and steam railroads and the losses already reflected 
in the market price of securities of many manufactured gas companies would 
have driven this fact home. However, many of those who have seen their in- 
vestments in utilities of these types disappear or melt away have not realized 
the extent to which the failure to provide adequately for depreciation contributed 
to their losses. 

“Failure to provide for adequate depreciation leads also to depreciation re- 
serve deficiencies and, as a consequence, to inflation of the net book value of 
the assets. This, likewise, is misleading. It may cause investors to believe that 
the company’s capital structure as related to its net property account is sounder 
than it actually is. Obviously, the maintenance of invested capital must precede 
the showing of net income; hence all costs of doing business, including the ex- 
piration of capital investment through depreciation, must be deducted from 
gross revenues, if management and investors are to be correctly informed con- 
cerning the results of operations and the financial condition of the company. 

“It must not be overlooked that, as a result of past depreciation policies, 
bond ratios to net property based on book figures may be unrealistic and deceptive. 
In limiting senior securities, therefore, a regulatory agency should not be gov- 
erned by the actual depreciation accruals on company books if they appear to 
be inadequate. The soundest procedure is to make the best possible estimate 
of the amount of accrued depreciation and, insofar as practicable, to limit the 
amount of new senior securities accordingly. In this way dilution of the asset 
coverage of senior securities can be avoided. 

“The material now available, and constantly increasing, regarding the service 
lives and life behavior of public utility properties makes the observation process, 
if it ever had any merit, as obsolete as replacement accounting, with which it 
was probably associated. It has no place in the modern scheme of regulation 
which, among other things, requires depreciation accounting instead of the 
replacement or retirement accounting which was once so prevalent.” 

(The above quotations are shown herein in appendix G.) 

59. It must be remembered that the physical life of property is in no way 
a measure of its economic-service life. It is the economic-service life which 
we must use as a basis of determination of our principles of accounting on all 
property because it is dollars, not physical units, that depreciation must recover 
for the investor. 

There is only one way for the investor to secure the return of his original in- 
vestment—that is, for the railroads to depreciate this property over its service 
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life or remaining life. If, as a result of this straightforward and honest ac- 
counting no profit is shown, none exists. 

The investment of $3 billion in grading and tunnels can be recovered only 
by depreciating the property over its economic life. At least one-half of it should 
have been recovered and written off before now. If this had been done, it would 
have reduced capital by that amount and increased cash assets similarly. The 
economic life of grading and tunnels is its life to the railroad since this property 
is useful for no other purpose. This economic life cannot be measured pre- 
cisely. However, every mode of transportation in the recorded history of man 
has over a period of time gradually become obsolete. Its life will depend upon 
general economics of the industry as a whole and to a great extent on the rate 
of progress of competitive means of transportation. 

The mere fact that it is difficult to estimate the life of grading and tunnels 
does not excuse us accountants, regulatory commissions, nor the railroad manage- 
ments to whom investors have entrusted their funds, from recovering those 
funds for the investors and saving the railroads from financial poverty. 

In the desire to recover the cost of grading and tunnels and aid in alleviating 
the impairment of railroad capital, we recommend that all such facilities be 
depreciated over whatever period remains of a 100-year life or 25 years which- 
ever is longer. In my opinion, any depreciation period which the Commission 
might approve in this general range would be reasonable. The important thing 
is that they make some provision to recover this cost and quickly take steps 
to avoid having this tremendous investment, supposedly protected by regulation, 
turn out to be an unnecessary burden to the railroads if corrected would con- 
tribute greatly to improvement of their financial health. 

A partial alternative would be to amortize over a 5-year period all branch lines 
or sections of mainline track structures which have not earned a 4-percent re- 
turn (equivalent to bond interest) on the cost of that property during the previous 
5 years for book and for tax purposes. To do this would enable railroads to con- 
form their business practices to those of other industries which, under the same 
conditions, may physically abandon their property and deduct the loss on invest- 
ment. These tax deductions which are presently available to other industries, 
would then be available to the railroads without interference with the Inter- 
state Commerce Commission's requirement for approval prior to the physical 
abandonment of such facilities. 

Again, this is only the application of the generally accepted accounting prin- 
ciple that a reserve be provided for the permanent impairment of capital invested 
in property or other assets. 

60. In judging the economic life of the above road property, I have considered 
that: 

(a) The Board of Transport Commissioners for Canada has prescribed depre- 
ciation accounting for grading, tunnels, track structure, and all other physical 
property of the Canadian roads other than land. 

(b) The costs of tailrace excavation, forebay ramps, deflection walls, mass 
concrete of dams, substructure excavations, and other water-storage facilities of 
hydroelectric companies are being amortized over 100 years. Cases in which 
such costs are depreciated over 100 years are: Safe Harbor Water Power Corp., 
Pennsylvania Water & Power Co., and the Bonneville, Grand Coulee, MacNeery, 
and Chief Joseph Dams in the Northwestern section of this country. This depre- 
ciation period was approved by the Federal Power Commission in formal opinions 
or in a review of the methods of allocation of costs to the services provided by 
certain of the dams. These conclusions were reached even though the engineers 
estimated, in many cases, that physical lives were “forever.” 

(c) The Tennessee Valley Authority provides in excess of 1 percent on the cost 
of reservoirs, dams, waterways, roads, railroads and bridges. TVA’s deprecia- 
tion rates on railroad grading range from a low of 1 percent to a high of 4 percent 
per annum. 

(d) The cable recently laid across the Atlantic Ocean is engineered and has 
physical characteristics to last forever—yet it is depreciated over 25 years. 

(e) Railroad track and road property owned by private utilities and large 
businesses are depreciated like any other equipment. 

(f) The Federal Power Commission, the Federal Communications Commis- 
sion, and numerous State regulatory commissions have approved depreciation of 
long-lived manholes, tunnels, bridges, etc., as a routine matter in rate proceedings 

(7g) The Securities and Exchange Commission and other Federal and State 
regulatory commissions have required depreciation of long-lived property of elec- 
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tric and gas utilities as a condition to granting permission to sell new mortgage 
bonds and other securities. 

(h) Bulletin F issued by the Internal Revenue Service provides that water res- 
ervoirs, dams, roads, bridges, grading, ballast, springs, wells, infiltration galleries, 
tunnels, cast iron water and gas mains, steel pipe, cemeteries and tombs be depre- 
ciated over periods ranging from 50 to 150 years. Surely, railroad grading cannot 
be considered to have a life in excess of that of a cemetery or a tomb. 

(i) The United States Supreme Court has on numerous occasions expressed 
the necessity to depreciate property. In 1909, in the Knoxville Water Company 
case (212 U. 8.1) the Supreme Court stated : 

“A water plant, with all of its additions begins to depreciate in value 
from the moment of its use. Before coming to the question of profit at all, 
the company is entitled to earn a sufficient sum annually to provide not only 
for current repairs but for making good the depreciation and replacing the 
parts of the property when they come to the end of their life. The company 

is not bound to see its property gradually waste, without making provision 
out of earnings for its replacement. It is entitled to see that from earnings 
the value of the property invested is kept unimpaired, that at the end of any 
given term of years, the original investment remains as it was in the begin 
ning. It is not only the right of the company to make such a provision, but 
it is its duty to bond and stock holders, and, in the case of a public service 
corporation at least its plain duty to the public.” 

(j) In 1981, in the Kansas City Railway Company case (231 U. S. 423), the 
Supreme Court stated: 

“This in effect ignores depreciation—an inevitable fact which no system 
of accounts can properly ignore.” 

Appendixes H through I, submitted herewith, cite additional authorities on 
the depreciation of long-lived property. As a result of such responsible findings 
after considering all the facts, the industries involved are strong and progres 
sive. We could expect the same from railroads, if their fiscal policies were rooted 
in logie. 

It must be recognized that depreciation of the full cost of railroad property is 
an absolute necessity under accepted accounting principles or else the investor 
in securities is asked to forfeit his investment. His equity in the railroad busi- 
ness is gradually eroded as the failure to depreciate the property in which his 
funds were invested continues. 

61. The railroad industry’s $8 billion investment in income-producing grading 
and tunnels is not depreciated for Federal income tax purposes. The railroads 
should be permitted to recover the cost of this property from the income it pro 
duces before that income is subject to tax. 

It is not equitable to investors in railroad securities to have the railroads denied 
the recovery of the cost. To permit the cost to be deductible in the year of 
retirement is unfair and unrealistic because that is most likely a year of operat- 
ing losses, and an additional loss may produce little, if any, tax bene‘. 

Other regulated publie utility companies, such as electric, gas, telephone and 
water companies, have substantial investments in long-lived property. such as 
tunnels, underground vaults, conduits, roads and water reservoirs, on which they 
are properly allowed depreciation for tax purposes. 

Without the railroads setting aside funds to return this investment to them 
and obtaining depreciation for tax purposes, they cannot hope to have the 
financial security that the public expects of them and which is necessary to their 
preservation. 

As cited in the case mentioned, sound financial practice requires that long-lived 
property be depreciated over a reasonable productive life. The mere fact that 
the life is difficult to estimate or somewhat arbitrary is no justification for ignor- 
ing depreciation. Bulletin F of the Internal Revenue Service states that long 
lived water resources, dams, and even cemeteries may be depreciated. It is 
our opinion that it would he to the best interest of all segments of the publie and 
that it would be equitable to permit railroads to depreciate long-lived property 
over the remaining portion of a 100-yvear life. 

62. My suggestions for making railroad accounting conform with generally 
aecepted accounting principles followed by all other businesses are to serve the 
best interest of all segments of our economy and society. The many apologetic 
explanations of deferred taxes in railroad stockholders’ reports serve to be 
wilder the investing public and lessen public confidence. 
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In my opinion, generally accepted accounting principles should provide a basis 
of accountability to the public that is common in principle among companies and 
industries. It is especially essential that these underlying principles be common 
among all companies in order to provide the public and investors with data on 
the results of operations and the financial positions which are comparable. Only 
data based on a single set of principles can be comparable; hence, generally ac- 
cepted principles must be recognized uniformly if misleading financial data and 
imprudent economic decisions are to be avoided. 

63. This necessity for uniformity of accounting principles is one of the funda- 
mental purposes of the Securities and Exchange Commission and that is why I 
propose that railroads like other businesses be required to comply with the regu- 
lations of the Securities and Exchange Commission. If investors are to have 
data based on common principles, all industries must apply the same principles 
and the Securities and Exchange Commission should be responsible for railroad 
accounting principles being uniform with those of all other businesses. The Se- 
curities and Exchange Commission should bear this responsibility in regard to 
the financial statements of all businesses whose securities are listed. This Com- 
mission should be required to maintain the uniformity of accounting principles 
in reports to investors by all industries and, most of all, this Commission should 
be required to justify all departures from the accounting principles followed by 
other businesses. 

The present status of railroad accounting proves that the Interstate Com- 
merce Commission cannot and should not be relied upon and has already failed to 
perform these functions. Electric and gas utilities had been subject to rate, 
service, and other regulations of State Commissions and the Federal Power Com- 
mission for many years when it was necessary to have their financial affairs sub- 
jected to the requirements of the Securities and Exchange Commission. The se- 
curities of commercial airlines, which are regulated by the Civil Aeronautics 
Board, are subject to the Securties and Exchange Commission as are pipelines 
which are subject to the Interstate Commerce Commission. 

64. I am frequently asked for my opinion as to whether the changes I propose 
would adversely affect the current market prices of railroad securities. I am 
of the opinion that these changes would ultimately increase, not decrease, the 
market price and general financial rating of railroad securities. As evidence of 
my reasons for this conclusion, I have table 12 which summarizes the relation- 
ship between the book value and market price of the common stocks of the com- 
panies comprising the Dow-Jones stock averages. This table shows that as of 
December 31, 1955, railroad stocks were selling for less than half their book 
value, industrials were selling at 230 percent of their book value and utilities 
were selling at 145 percent of their books value. It would seem rather obvious 
from this tabulation that investors have already discounted railroad securities 
very heavily. It shows in my opinion, the lack of confidence in the accounting 
reports now provided by railroads. Utilities were in the same “fix” prior to the 
early 1930's but they regained stature when their accounting became reliable. 


Summary of composite ratio of market price to book value of common stock of 
Dow-Jones companies as of Dec. 31, 1955 


Percent 
Railroads " : shasta tlh cles a aa shee ee ae sa 47 
Industrials en Nani tee net eee 7 ~ ac aeena 
Utilities : ch idhairtes sniad taco viet ethno ee ee te facia cee aig eee 145 
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Statement of the relationship between the book and market values of the common 
stock of 20 railroads comprising the Dow-Jones’ railroad averages as of Dec. 


$31, 1955 
Line Company 
No. (col, A 
1 | The Atchison, Topeka & Santa Fe Ry. Co-_- 
2), Atlantic Coast Line RR. Co_. 
3 | The Baltimore & Ohio RR. Co ‘ 
4} Canadian Pacifie Ry. Co__-. 
5 | The Chesapeake & Ohio Ry. Co 
6 | Chicago, Rock Island & Pacific RR. Co-. 
7 | The Delaware & Hudson Co 
8 | Erie RR. Co 
9 | Great Northern Ry. Co. 
10 | Illinois Central RR. Co 
11 | The Kansas City Southern Ry. Co 
12 | Louisville & Nashville RR. Co 
13 | The New York Central RR. Co 
14 | The New York, Chicago & St. Louis RR. Co 
15 | The New York, New Haven & Hartford RR. Co 
16 | Norfolk & Western Ry. Co 
17 | The Pennsylvania RR. system 
18 | Southern Pacific Transportation system 
19 | Southern Ry. Co 
20 | Union Pacific RR. Co 
21 Composite 


Per share 


Book value 
(col. B) 


Market price 


(col. C) 


$1467% 
48 
47% 
3384 
544 
85 
8615 
22 © 
423% 
62% 


11% 
9034 
4634 
58 

991 


6034 

25% 

5 
110 
179! 


Ratio of 
market price 
to book value 

(eol. D) 


Percent 
67 
38 
20 
58 
SH 
45 
39 
31 
43 
46 
59 
63 
25 
6yY 
23 
19 
41 
67 
83 
47 


Statement of the relationship between the book and market values of the common 


stock of the 30 industrial companies comprising the Dow-Jones’ industrial 
awerages as of Dec. 31, 1955 


Line 
No. 


Company 
(col. A) 


Allied Chemical & Dye Corp 
American Can Co 
American Smelting & Refining Co 
American Telephone & Telegraph Co 
The American Tobacco Co 
Bethlehem Steel Corp 
Chrysler Corp 
Corn Products Refining Co 
E. I. du Pont de Nemours & Co 
Eastman Kodak Co 
General Electric Co 
General Foods Corp. (as of Mar. 31, 1956) 
General Motors Corp 
Goodyear Tire & Rubber Co. (as of Oct. 31, 1955) 
International Harvester Co 
International Nickel Company of Canada, Ltd 
Johns-Manville Corp 
National Distillers Products Corp 
National Steel Corp 
The Procter & Gamble Co. (as of June 30, 1955 
Sears, Roebuck & Co. (as of Jan. 31, 1956) 
Standard Oil Company of California 
Standard Oil Company of New Jersey 
The Texas Co 
Union Carbide & Carbon Corp 
United Aircraft Corp 
United States Steel Corp 
Westinghouse Electric Corp 
F. W. Woolworth Co 
Loew’s Inc. (as of Aug. 31, 1955 
Composite 


Per share 


Book value 
(col. B) 


$42 
27 
48 
150 
57 
114 
75 
18 
38 
27 
12 
40) 


Market price 
(col. C 


$11514 
47% 


60 


Ratio of 
market price 
to book value 

(col. D) 


Percent 
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Statement of the relationship between the book and market values of the common 
stock of the 15 utiilties comprising the Dow-Jones’ utility averages as of 
Dec. 31, 1955 


| Per share | Ratio of 
Line Company ae ___ | market price 
No, (col. A) | to book value 

| Book value | Market price | (col. D) 

(col. B) (col, C) 

Percent 
] American Gas & Electric Co- $25 $4914 198 
2 Cleveland Electric luminating Co-- 22 3744 170 
4 | The Columbia Gas System, Inc 13 164 125 
{ Commonwealth Edison Co 30 414 138 
Consolidated Edison Company of New York, Inc 45 47% 105 
6 | Consolidated Natural Gas Co | 36 353% 98 
7 | Detroit Edison Co 26 364% 139 
8% | Houston Lighting & Power Co 15 42 280 
4 | Niagara Mohawk Power Corp--.- 21 3214 155 
10 | Pacifie Gas & Electric Co 35 4916 141 
11 | Panhandle Eastern Pipe Line Co 21 77%4 370 
12. The Peoples Gas, Light & Coke Co- dren detec 144 151 105 
13 | Philadelphia Electrie Co 23 3914 172 
14 Public Service Electric & Gas Co-_-_. 23 3334 147 
15 | Southern California Edison Co 36 51% 142 
16 Composite ~- 145 


65. Table 13 shows the Dow-Jones averages for industrials, rails and utilities 
for the past 2 years. Here again may be evidence of investors already having 
discounted railroad common stocks. This is indicated by the small rise in rail- 
road security prices while those for utilities increased at twice the rate and 
industrials increased at four times the railroad stocks’ rate of increase. 
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DOW-JONES AVERAGES 
FOR 1955 AND 1956 
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66. My public criticism of railroad accounting during recent months and the 
proposals which I have just made can be stated very simply—conform railroad 
accounting to that which is generally accepted by other businesses—so that the 
performance by all industries can be judged by the same standards of accounting 

To show that the American Institute of Accountants agreed with this prin- 
ciple when it addressed itself to principle only and why it would be to the public 
interest to make these changes, I would like to quote from the introduction to 
the accounting research bulletins of the American Institute : 

“The test of * * * accounting ultimately lies in the results which are produced. 
These results must be judged from the standpoint of society as a whole—not 
merely from that of any one group of interested persons.” 

The railroad industry is a susbtantial segment of the economic system of our 
country. As an industry, it will not be able to continue to perform the func- 
tions we expect of it unless sound accounting and financial practices are placed 
in effect. As in the case of most of the milestones in its financial history, it 
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will be necessary for it to change practices that have become endowed through 
history. But, the industry should forge ahead to build an even more capable 
transportation system and to assure its solvency to shippers, investors, labor and 
the public in general. 

Thank you gentlemen. 


APPENDIXES TO EXHIBIT 6 


Appendixes to Statements of Leonard Spacek on Behalf of Arthur Andersen & Co. 
Concerning the Accounting and Financial Reporting of Railroads 


APPENDIX A 


Study by Association of American Railroads of the Interstate Commerce Com- 
mission Proposal To Substitute Depreciation Accounting for Replacement 
Accounting for Certain Track Structures 


ACCOUNTING ORDER PROPOSED BY ICC BUREAU OF ACCOUNTS AND Cost FINDING 
To SUBSTITUTE A REQUIREMENT FOR DEPRECIATION ACCOUNTING FOR TIES, RAILS, 
AND OTHER TRACK MATERIAL IN LIEU OF THE PRESENT REPLACEMENT ACCOUNTING 


(ICC Bureau of Accounts and Cost Finding Subject No. 424) 


In accordance with action taken by the general committee at meeting held 
in Cincinnati on February 10, 1949, a special committee was appointed by Chair- 
man Connolly to study and report on the four accounting orders proposed in 
ICC Bureau of Accounts and Cost Finding Subjects Nos. 423 to 426, inclusive. 

Following is a report on subject No. 424 which proposes to substitute a re- 
quirement for depreciation accounting for ties, rails, and other track material 
in lieu of the present replacement accounting. 

For convenient reference, copy of the proposed order and the reasons stated 
therefor by the Bureau of Accounts and Cost Finding is annexed as appendix 1. 

In a tentative report dated April 25, 1949, the Bureau of Accounts and Cost 
Finding has made a more extended statement of its views and arguments. The 
report is quite lengthy, and for convenience the principal statements made there- 
in have been extracted and memorandum thereof is annexed as appendix 2 


HISTORY OF PROPOSAL 


The matter of accounting for depreciation on the track accounts has been 
before the Commission and the railroads from time to time over a period of 
several years. Prior to issuance of the Commission’s order dated June 8, 1942, 
inaugurating depreciation accounting for road property, various proposals were 
submitted to the railroads for consideration. In a revised draft of a proposed 
order dated January 2, 1942, the track accounts were included as depreciable 
property. 

This proposal was considered at length by a special committee of the account- 
ing division which expressed the view that “Although it does not agree with 
the proposed order in all particulars, it is of the opinion that it should be ac- 
cepied by the railroads provided the Commission will eliminate depreciation 
accounting for the track structure.” 

In a subsequent revision of the proposal submitted in March 1942 the track 
accounts, among others, were left optional. Still later the railroads were advised 
that the Commission had under consideration the matter of enlarging the classes 
of depreciable property so as to include the track accounts, 8, 9, and 10, as 
mandatory. The Bureau of Accounts was thereupon advised that such a change 
in the proposed order would require the railroads to withdraw their acceptance 
not only as it related to the treatment of the track accounts, but also as it related 
to the proposed order as a whole. The order dated June 8, 1942, was then issued 
omitting the track accounts from the classes of depreciable property. 

The proposal under subject No. 424 now again raises the issue and being 
similar to the proposals heretofore considered by the railroads is objected to even 
more strenuously on the same grounds. While those objections have been fully 
developed in the past they are here restated with reference to present-day con- 
ditions. 

ACCOUNTING FOR ROAD AND EQUIPMENT 


In the Commission’s accounting classifications made effective July 1, 1914, 
accounting for road and equipment was predicated upon the general principle 
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that the balance in the road and equipment account should represent the invest- 
ment of the carrier in property devoted to transportation service. This general 
principle is expressed in the opening sentence of general instructions in the clas- 
sification of investment in road and equipment, effective July 1, 1914, as follows: 
“The accounts prescribed in this classification are designed to show the invest- 
ment of the carrier in property devoted to transportation service.” 

Application of that general principle, with no distinction between expenditures 
for investment and those for maintenance, if carried to the ultimate extreme, 
would require unlimited retirement and addition accounting; that is, writeout 
and writein, for the replacement of every item of property no matter how small 
or whether the replacement would improve the property or extend its normal serv- 
ice life or on the other hand would merely maintain the property in suitable con- 
dition for continued operation. 

To avoid the undesirable results which would ensue from such an extreme 
application certain limiting provisions were introduced among which were: 

(1) A rule requiring writeout and writein accounting only “When a unit of 
property is retired and replaced” or retirement accounting “When a unit of 
property is retired and not replaced.” The term “Unit of property” was not at 
that time defined, but accounting practice over the years resulted in a definitio 
not greatly different from that now stated in the amended classification. 

Writeout and writein accounting was further limited by excluding from it 
application those cases where the property retired and replaced with property 
of like purpose was of minor importance such as a small roadway building or 
other small structure replaced in kind without betterment. 

This rule was designed to draw the line of distinction between property 
changes on the one hand and maintenance repairs on the other. This distincti 
between property changes and repairs is of the utmost importance not only from 
the standpoint of sound accounting principle but also to the economic well being of 
the industry. 

If the line of distinction is drawn too high, i. e., in the direction of too large 
units of property, the result would be to charge current maintenance expense 
wit 
On the other hand. if the line is drawn too low, i. e., in the direction of to 


} 


1 the cost of work which improves the property or extends its service life 


small units of property, the result would be to lodge in the property investment 
accounts the cost of work which merely maintains the property in a condition 
suitable for continued use. In a period of high or rising prices especially, uss 
of small units of property would lodge amounts in the property investment a 

count representing nothing more tangible than increased costs. 

An authoritative discussion of this subject by the Supreme Court of the 
United States is contained in that Court’s opinion in Lindheimer vy. JIilinoi 
Telephone Co, (292 U. S. 151,173) from which the following is quoted: 

“In the process of current maintenance, ‘new parts’ are ‘installed to replace 
old parts,’ in units of property not retired. Such ‘substitutions or “repairs” ’ art 
separate from the amounts which figure in the depreciation reserve. The distir 
tion between expenses for current maintenance and depreciation is theoretically 
clear. Depreciation is defined as the expense occasioned by the using up of 
physical property employed as fixed capital; current maintenance, as the expensé 
occasioned in keeping the physical property in the condition required for con 
tinued use during its service life. But it is evident that the distinction is 
difficult one to observe in practice with scientific precision. and that ontlay 
for maintenance charged to current expenses may involve many substitutions ¢ 
new for old parts which tend to keep down the accrued depreciation.” 

(2) The minimum rule which provided that if the cost of additions and bet 
terments was less than $200 (now $500 and not optional) the option contd he 
exercised of charging the amount expended to operating expenses. Tracks wer: 
excluded from the operation of this rule. 

(3) Renewals of the parts comprising the track structure (ties, rails, other 
track material) were, and still are, treated as repairs of the track structure and 
accounted for by the replacement method whereby the costs are chargeable to 
operating expenses. This method was coupled with the betterment rule under 
which the excess cost of superior parts applied in replacement over the current 
cost of the parts retired is charged to the road and equipment accounts. 

It is now proposed to abandon replacement and betterment accounting fo) 
ties, rails, and other track material and to substitute a plan of depreciation ac 
counting coupled with writeout and writein accounting for renewals. The 
effects of such a change would be far reaching and the impact upon the accounts 
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of railroads would be immediate and lasting. Such a change ought not to be 
made except upon a showing of compelling reasons. 


REPLACEMENT VERSUS DEPRECIATION ACCOUNTING 


One of the reasons given in support of the proposed order states that : 

“The extension of depreciation accounting to ties, rails, and other track mate- 
rial insures a more accurate statement of the actual expense which is being in- 
curred in the operation of the property. The accounts would be more informative 
and more nearly accurate than if current depreciation is ignored.” 

Present replacement accounting for track parts provides an accurate statement 
of the actual expense which is being incurred in the maintenance and repairs of 
the property. This method also has a definite stabilizing influence on the income 
account regardless of the economic cycle. Replacement accounting recognizes 
and gives effect to the realities of the price levels. Replacement accounting best 
reflects the company’s financial affairs in that it places the costs of repairing and 
replacing track elements in the periods when the expenditures occur. 

In contrast, the proposed plan of accounting would spread the cost of replace- 
ments through depreciation charges over the estimated average service life of 
the several items. At least, until complete replacement is made of the existing 
lower Cost items, the charges to operating expenses for depreciation would be 
substantially less than the actual costs of replacements. The balance in the 
depreciation reserve may be expected to increase because of the influence of 
present high priced items added to the base while the items retired would be 
deducted therefrom and charged to the reserve at the lower prices prevailing dur- 
ing the past 25 years or so. Except for the effect of this influence, expenditures 
for replacements of ties, rails, and other track material would flow in a fairly 
even stream through depreciation charges into operating expenses of succeeding 
years, unaffected by the amount of work actually done on the track or the volume 
of traffie 

Because of the relatively unvarying amount of depreciation charges, the re- 
suiting net income that would be stated under the proposal would be inflated in 
periods of high traffic volume and understated in periods of adversity. In both 
instances, the result would be detrimental to the carriers and is undesirable from 
the standpoint of sound economics. 

Replacement accounting adheres closely to the variations of the price cycle and 
therefore states the cost of track repairs in terms of current prices commensurate 
with prices used in stating revenues and most other items of expenses. Not only 
is this good accounting, but prudent management and sound economies will be 


¢ 


better served by paying current costs out of current revenues. 
EFFECT ON INVESTMENT ACCOUNT 


Another reason given for the proposal is that: 

“The introduction of writein and writeout for ties, rails, and other track mate- 
rial will permit the road and equipment property accounts to reflect the increase 
or decrease in the cost of such property presently in place.” 

The writein and writeout accounting proposed would result in inflation of the 
investment account with no improvement of the property. That is, the increase 
in the investment account would reflect only price changes. 

The track structure would be subdivided into almost innumerable small units 
of property, the replacement of which would be accounted for by the writeout 
and writein method. The line of distinction between property changes and re- 
pairs would be drastically lowered with the result that expenditures which are 
now regarded as for track repairs would be lodged in the road and equipment 
property accounts. There would thus be lodged in the road and equipment prop- 
erty accounts expenditures which merely maintain the property in suitable con- 
dition for continued operation and which do not result in any improvement of 
the property or any extension of its service life. 

As a measure of the effect which this proposal would have the Bureau of 
Valuation estimates that the actual cost of ties, rails and other track material 
in service exceeds the cost stated in the accounts by $868 million (p. 2, appendix 
2). This means that if the proposed writeout and writein method of accounting 
had been in effect in the past the net result would have been to increase the 
property investment account by $SGS8 million representing the inflated cost of 
ties, rails, and other track material applied in replacement over the original cost 
of the items replaced. This amount may reasonably be expected to become larger 
so long as the current level of prices remains above the cost now reflected in 
the investment account. 
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By the same token if writeout and writein accounting is now substituted for 
replacement accounting as proposed, we may expect that during the next 25 
years the road and equipment account will be increased by at least $868 million, 
and probably more. The road and equipment property account has already been 
charged and is still being charged with very large amounts under the writeout 
and writein system of accounting for other road and equipment property repre- 
senting nothing more tangible than inflated prices or diminished value of the 
dollar. This practice ought not to be extended to the track accounts. 

The experience of the past 35 years of depression and inflation during which 
the value of the dollar has fluctuated widely clearly indicates the need for 
greater emphasis upon a correct and realistic statement of income and expenses 
in terms of current purchasing power. 

If we regard charges to the road and equipment property account as deferred 
charges to income through depreciation accruals, the matter of timing of the 
charges to income becomes increasingly important in periods of high or rising 
prices. If by unwarranted refinement we build up the property investment ac- 
count during periods of high prices we thereby store up charges to income which 
must be absorbed in future years. The prudent course is to absorb expenditures 
at high price levels in the periods in which they are incurred and not to defer 
this burden of high prices to future years when prices may be lower and revenues 
reduced. Generally speaking, revenues rise and fall with price levels. 


EFFECT ON INCOME ACCOUNT 


The effect of this proposal upon the income accounts of the railroads undoubt- 
edly would be serious. Computations made by the Bureau of Valuation are shown 
in tables 20 and 21 of appendix 2. 

Table 20 covering the years 1935 to 1946, inclusive, shows that by taking 
Bureau of Valuation original cost to date as the base and the straight-line 
method of depreciation, net railway operating income would have been increased 
by $281.9 million. This result, however, would be achieved by shifting $472. 
million of expenditures from operating expenses to road property account and 
by paying $190.5 million of additional income taxes. Also if we correctly under- 
stand the application, the depreciation base used for each year did not give effect 
to writeout and writein accounting for replacements. If so, this table does not 
represent a proper test application of the proposal. 

Table 21 purports to show the effect of a test application of the proposal over 
the period 1917 through 1947. Here again on the straight-line basis net railway 
operating income for the period would be increased by $420.8 million, which re- 
sult would be achieved by shifting $567 million of expenditures from operating 
expenses to road property accounts and by the payment of $146.2 million of ad- 
ditional income taxes. 

While these figures in themselves are startling, the full effect of the proposal 
has been minimized by the Bureau’s applications. For example, in 
computing the effect of income taxes in both tables 20 and 21 an average 
tax rate has been used which cannot be justified. Obviously any addition to or 
diminution of net railway operating income affects taxable income, and would 
produce a tax effect at the maximum rate for the year for roads having tax- 
able income. Likewise the use of figures for the entire industry is misleading, 
and does not show the full effect of the proposed accounting. Such data cannot 
be relied upon to determine the effect on individual carriers and for each year 
instead of a long period of years as a whole. The effect on each individual car- 
rier must be considered. 

Furthermore, the computations made by the Bureau of Valuation are mis- 
leading in another respect. In the last 20 years, more than 10 percent of the 
track mileage of the country has been abandoned. Prior to 19438, charges for 
such abandonments less salvage were made to profit and loss account 619 “Debits 
from retired road and equipment.” 3Jeginning with 1943, such charges have 
been made to account 267 “Retirements road.” Both these accounts contained 
substantial amounts that should have been added to the recorded maintenance 
charges for comparison with the theoretical depreciation charges under the 
proposal, with the result that the increase in net railway operating income is 
understated. 

In order to portray the effect of the proposal applied retrospectively to the 
years 1935 to 1947, inclusive, as the Bureau did, on the income of an individual 
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earrier, tables 1, 2, 3, and 4 have been prepared. 
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1943... 
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1935 
1936 
1937 
1938 
1939 
1940 
10941 
1942 
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1944 
1945 
1946 
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TABLE 1.—Account 8—Ties 


Deprecia- 
tion base 


30 
30, 
30, 
31, 
3l, 


309, 236 


, 314, 250 


382, 505 
463, 966 
751,114 
O84, 189 
601, 428 


31, 905, 427 
32, 619, 013 
34, 
37, 
40, 079, 408 
43, 503, 875 







434, 580, 547 


TABLE 2. 


Deprecia- 
tion base 


$47, 246, 920 
47, 153, 439 
47, 041, 447 
46, 808, 926 
46, 738, 032 
46, 718, 851 
46, 899, 788 
47, 075, 580 
46, O86, 648 
47, 386, 695 
417, 984, 035 

316 








Estimated depreciation 


charges 


Amount 


Account 9 


Estimat 


“¢ 
mwnrr 
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-Rail 


ed depreciation 
charges 





Rate Amount 
o) 
Percent 

1. 65 $779, 574 
1. 65 32 
1. 65 776, 184 
1. 65 

1. 65 

1. 65 770, 861 
1. 65 773, 847 
1. 65 776, 747 
1. 65 775, 280 
1.65 781, 880 
1. 65 791, 737 
1. 65 803, 935 
1. 65 814, 699 


on 10, 166, 301 
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Actual 
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charges 
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, 754, 304 
724, 457 
, 007, 416 
, 035, 644 
422, 097 


415, 439 
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439, 958 
671, 197 
, 874, 741 
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2, 068, 507 


Actual 


maintenance 


charges 


$870, 059 
$27, 204 
542, 592 
416, 500 
584, 628 
736, 776 

1, 218, 201 

1, 126, 289 

1, 410, 067 

1, 397, 049 

1, 348, 636 

1, 157, 063 

1, 658, 737 


12, 893, 801 


284, 079 | 


471, 402 | 
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Excess of 
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charges 
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! $14, 301 
1 34, 255 
248, 142 
281, 894 
665, 593 
674, 724 
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678, 268 
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471, 335 
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444, 354 
349, 542 
634, 787 
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556, 899 
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844, 038 
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TABLE 3.—Account 10—Other track material 


Estimated deprecia- Excess of 
Deprecia- tion charges Actual actual main- 
Year tion base es Abe _| maintenance tenance over 
charges depreciation 
Rate Amount charges 
(1) 2) (3) (4) (5) (6) 


Percent 










=a ' . _| $28, 062, 241 3. 36 $942, 891 $165, 391 
1936 _ _ ‘ 28, 055, 158 3. 30 925, 820 420, 9: 
1937 _ _- : 28, 012, 606 3. 28 918, 813 | 27 
el er a 27, 881, 890 3. = 897, 797 270, 5 
1939 __ ‘al 27, 870, 876 3.18 886, 294 ! 121, 66 
1940 _ _- os ; ; 27, 812, 399 3.17 881, 653 104, § 
1941 __ , 167 3.08 861, 296 . 954, 67! 
1942___ , 653 3.02 837, 587 s 9 
1943 37, 033 3.00 829, 111 rE 1, 025, : 
1944 3, 418 2.95 823, 151 2, 1, 348, 
1945 551, 162 2. 86 816, 563 2, 1, 193, 2 
1946 57,117 2. 85 828, 128 l, SYY, 4 
1947 _ , 939 2. 84 $22, 718 2, 1, 296, 6 
Total_- : 365, 511, 659 | _- 11, 271, 822 17, 774, 305 6, 502, 48 
! Decrease 
TABLE 4.—Summary of accounts 8, 9, and 10 
Net railway Excess of Net railway 
operating actual main- Adjustment operating 
Year income tenance over , for income income as 
recorded depreciation tax adjusted 


charges 





2, 927, 580 
2, 964, 796 $1, 245, 215 
3, 544, 846 2, 871, 324 
4, 971, 783 3. 579, 684 30, 603, 382 
4, 221, 483 3, 609, 368 24, 518, 158 
- | 4, 122, 302 1, 566, 475 20, 445, 732 
4, 787, 948 1, 819, 420 27, 286, 924 
Decne 293,179,444 | 27, 139, 870 14, 691, 486 305, 627, 828 


1 Decrease. 


Bureau of Valuation so-called original cost figures were used as a starting base 
and consideration was given to writeout and writein accounting on an estimated 
basis. For example, in the case of ties, the amounts reported on BV form 588 
R plus the cost of ties applied in replacement chargeable to operating expenses, 
reported in schedule 513 of annual report form A were used for the additions. 
For retirements the cost of ties retired reported on BV form 588 R was added 
to the cost of ties replaced equal to the number of ties applied in replacement 
priced at the average cost per tie for all ties represented in the starting deprecia 
tion base at Decmber 31, 1934. Similar consideration was given accounts 9 and 
10 to the extent practicable. 

Table 4 indicates that the income of this carrier would have been inflated 
$27,139,870 during the period from 1935 to 1947 and notwithstanding the fact 
that no taxes would have been paid in the first 7 years, additional income taxes 
amounting to $14,691,486 would have been paid by this carrier for the other years 
in the period. 

The foregoing studies indicate the effect of this proposal in past years, and 
may or may not indicate the effect on future years. 

To indicate the probable future effect of the proposal on an individual carrier, 
tables 5, 6, 7, and 8 have been prepared. The figures are based on the assump 
tion that each item of property would have the service life contemplated in the 
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average life used by the Bureau of Valuation in fixing their depreciation rates 
used in its studies. 


1948 
1949 
1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 


Total 


TABLE 5.—Account 8—Ties 


Retire- 
Depreciation ments 
Year base original 
cost) 
1 (2) (3) 


), 553 | $1, 384, 866 
997 


wed 





, 663 
5, 337 
Ol 
685 
359 
033 
95, 233, 707 134, 367 
95, 538, 614 


NOTES 


Average life 21.097 years. 


Carrier’s proportions of treated and untreated ties used in calculating composite 


1948 
1949 
1950 
1951 

1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 

1962 
1963 
1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 


1972 


Total 


NOTE 


A veragt 


Costs of re- 
placements 


, 528, 40 

528, 440 

, 528, 540 
439, 27 


95, 538, 614 


TABLE 6.—Account 9—Rail 





Retire- Gross costs 
Deprecia- ments of replace- 

tion base (original ments 

cost 
(2 3) (4) 

71 $2, 145, 769 | $3, 896, 607 
56, 209 2, 145, 769 3, 806, 607 
, 047 2.145, 769 3, 896, 607 
RRS 2, 145, 769 3, 896, 607 
723 2, 145, 769 3, 896, 607 
, 561 2, 145, 769 3, 896, 607 
, 399 2, 145, 769 3, 896, 607 
,2a0 2, 145, 769 3, 896, 607 
O75 2, 145, 769 3, 896, 607 
562, 913 2, 145, 769 3, 896, 607 
68, 313, 751 2, 145, 769 3, 896, 607 
70, 064, 589 2, 145, 769 3, 896, 607 
71, 815, 427 2, 145, 769 3, 896, 607 
73, 566, 265 2. 145, 769 3, 896, 607 
75, 317, 103 2, 145, 769 3, 896, 607 
77. 067. 941 2, 145, 769 3, 896, 607 
78, S18, 779 2, 145, 769 3, 896, 607 
80, 569, 617 2, 145, 769 3, 896, 607 
82, 320, 455 2, 145, 769 3, 896, 607 
84. 071, 293 2, 145, 769 3, 896, 607 
85, 822,131 2, 145, 769 3, 896, 607 
87, 572, 969 2, 145, 769 3, 896. 607 
SY, 523, SO7 2, 145, 769 3, 896, 607 
91, O74, 645 1, 452, 684 2, 637, 999 


42, 259, 960 
50, 805, 371 | 92, 259, 960 


life 23.677 vears, 


Net costs 
of replace- 
ments (less 
salvage 





36, 043, 199 





Deprecia 

tion rate 

4.74 per- 
cent 


$1, 384, 


1, 682, 





, 989, 905 
129, 915 
278, 925 
427, 936 


576, § 








023, 976 
72, 986 
321, 997 
471, 007 
620, 017 
769, 027 
918, 037 
067, 047 
216, 057 
365, 068 
437, 866 


eee OOO WIN NNN ly 


60, 81°, 155 


rate, 


Annual de- 
preciation 
(salvage 
60.933 per- 
cent) rate 
1.65 


$838, 5 
S67 
896, 
924, 
953, 
YR2, 

, O11, 

, 040, 510 

. 069, 399 





. 127,177 
, 156, 066 
, 184, 955 
, 213, 84 
, 242, 73% 
271, 61: 
. 300, 510 
.o24, 399 
. 358, 288 
. 387, 176 
. 416, 065 
444,954 
. 473, 843 
017, 350 


27, 606, 862 


, 098, 288 | 


Difference 
between 
deprecia- 
tion ac- 
cruals and 
costs of re- 
placements 


(6) 


$3, 143, 67 
2, 994, 665 
845, 65! 
. 696, 64 
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Difference 
between 
deprecia- 
tion 
accruals 
and costs 
of replace- 
ments 
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Year 
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= 


ABLE 


| Retire- 
| Depreciation ments 
base (original 
cost) 
(2) (3) 
$30, 148, 476 | $1,040, 105 | 
30, 745, 216 | 1,040,105 





Gross costs 


| of replace- 
| ments 


(4) 


Net costs 
of replace- 
ments (less 
salvage) 


7.—Account 10—Other track material 


Annual de- 


preciation 
(salvage 


20 percent) 


rate 2.76 
percent 


(5) 





31, 341, 956 
31, 938, 696 








1, 040, 105 
1, 040, 105 
1, 040, 105 


1, 040, 105 | 


$1, 636, 845 
1, 636, 845 
1, 636, 845 | 
1, 636, 845 
1, 636, 845 
1, 636, 845 | 
1, 636, 845 
1, 636, 845 
1, 636, 845 
1, 636, 845 

1, 636, $45 

1, 636, 845 

1, 636, 845 

1, 636, 845 

1, 636, 845 

1, 636, 845 

1, 636, 845 

1, 636, 845 

1, 636, 845 

1, 636, 845 

1, 636, 845 

® 636, 845 

1, 636, 845 
, 636, 845 
, 636, 845 


, 636, 


845 
845 
845 


$1, 309, 
1, 309, 
1, 309, 
1, 309, 
i 309, 
1, 309, 
1, 309, 
1, 309, 
1, 309, 
1, 309, 
1, 309, 
1, 309, 
309, 
309, 
309, 
309, 
309, 
309, 
309, 


309, 
309, 
309, 
309, 
309. 
3 9. 
309, 


476 
476 
476 
476 
476 
476 
476 
476 
476 
476 
476 
476 
476 
476 
476 
476 
476 
476 
476 
476 
476 
476 
476 
476 
, 476 
176 
476 


(6) 


$832, 
848, 
865 


897 


996 





098 
568 


5, 038 
881, 


508 


, 978 
914, 
930, 
947, 
963, 
980, 


448 
918 
388 
858 
328 


, 798 
, 013, 
, 029, 
, 046, 
, OF2, 
, 079, 
, 618 
2, 088 


268 
738 
208 
678 
148 


558 


, 028 
, 498 
, 996 
, 438 


, 260, 


3, 849 


319 


, 916 1, 040,105 | 
, 656 1, 040, 105 
F 22, 396 1, 040, 105 
' 35, 519, 136 1, 040, 105 
36, 115, 876 1, 040, 105 
36, 712, 616 1, 040, 105 
37, 309, 356 1, 040, 105 
37, 906, 096 1, 040, 105 
38, 502, 836 1, 040, 105 
39, 099, 576 1, 040, 105 
39, 696, 316 1, 040, 105 
40, 293, 056 1, 040, 105 
40, 889, 796 1, 040, 105 
41, 486, 536 1, 040, 105 
42, 083, 276 1, 040, 105 
42, 680, 016 1, 040, 105 
43, 276, 756 1, 040, 105 
43, 873, 496 1, 040, 105 
, 236 1, 040, 105 
1, 040, 105 
1, 040, 105 
1, 040, 105 
1, 025, 536 





YSRO ye 


irs, 


30, 148, 476 


, 636, 


1 
1 
1, 636, 
| 
1 
1, 613, 


930 


, 445, 


590 


TABLE 8.—Summary of accounts 8 








BOs tintin tao 
1949_ =e 
1950 ‘ 
1951 . ‘ 
Batwa * 
1953 ‘ 
1954 
1955 js 
1956 . 
1957 
1958 
1959 
1960___- sete 
1961 
1962 
1963 
1964 
1965 ‘ 
1966 
1967 
1968 : 
1969 w 
1970 
1971 
1972 
1973 
1974 " 
1975 
1976 
1977 i oe 
 —— sale 
Note.—Average life, 28 
Net costs 
Year of replace- 
ments 
qd (2) 
1948 360, 303 
1949 7, 360, 303 
1950 4 7, 360, 303 
1951 7, 360, 303 
1952 7, 360, 303 
1953 7, 360, 303 
1954 7, 360, 303 
1955 7, 360, 303 
1956 7, 360, 303 
1957 7, 360, 303 
1958 7, 360, 303 
1959 7, 360, 303 
1960 7, 360, 303 
1961 7, 360, 303 
1962 7, 360, 303 
1963 7, 360, 303 


Annual 
deprecia- 
tion 


, 055, 253 
3, 249, 620 
3, 443, 989 





4, ‘ 

4,2 a1) 465 
4,415, 834 
4,610, 203 
4, 804, 572 
4, 998, 941 
5, 193, 310 





Difference 
between 
deprecia- 
tion ac- 
cruals and 
costs of re- 
placements 


(4) 


$4, 305, 050 
4,110, 683 
3, 916, 314 


, 945 





Year 


1964 
1965 
1966 
1967 
1968 
1969 
1970 
1971 
1972 
1973 
1974 
1975 
1976 
1977 


Total 


309, 
291, 


l, 
I, 
i, 
l, 
o 
a, 
l, 
1, 309, 
l, 
l, 
l, 
hy 
i, 
I, 
l, 
] 4176 
1 144 


37, 956, 472 


, 9, and 10 


Net costs 
of replace- 


ments 
(2) 

$7, 360, 303 
7, 360, 303 
7, 360, 303 
7, 360, 303 
7, 360, 303 
3, 271, 037 
2, 831, 763 
2, 340, 074 
1, 309, 476 
1, 309, 476 
1, 309, 47¢ 
1, 309, 476 
1, 201, 144 

169, 538, 285 


276, 789 


, 275, 153 


30, 799, 589 


Annual 
deprecia- 
tion 


$6, 


6, 748, 
6, 942, 
+, O60, 
7 HOS, 4 








Difference 
between 
depre- 
ciation 
accruals 
and costs 
of replace- 
ments 


(7) 


$477, 378 
460, 908 
444, 438 

27, 968 

, 498 

5, 028 






Difference 
between 
deprecia- 
tion ac- 
cruals and 
costs of re- 
placements 


(4) 
1, 195, 148 
1, 000, 779 
8H, 410 
612, 042 
417, 672 
10, 22) 
162, 482 
111, 816 
s2. OUT 
65, 627 
19, 157 
32, 687 
15, 991 
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Table 8 which is a summary of the three other tables on which the details by 
primary accounts are shown, reflects that the net railway operating income of this 
carrier would be inflated $4,305,050 during the first year the proposal is in effect ; 
$4,110,683 the second year; $3,916,314 the third year; and for the entire future 
period until, theoretically, the property in service as of the effective date of the 
proposal is entirely replaced, $50,319,679. 

In these tables, the Bureau of Valuation’s so-called estimate of original cost 
has been used as the beginning figure and the Bureau’s reproduction cost at 1910-14 
prices for units in service as of December 31, 1944, projected to 1947 prices, has 
been used for the current cost of the property. That is, additions to the base were 
priced at 1947 prices, and retirements were Bureau of Valuation so-called original 
cost figures. In each case, it was assumed that there would be a complete 
replacement of the property over the estimated average life of the particular 
account. Bureau of Valuation service lives and depreciation rates were used. 
The tables clearly reflect that the effect of the proposal would be to inflate the car- 
rier’s investment account and that this inflation of the net investment account 
would result in a substantial infiation of income during the period of replacement. 

When the effect of the proposal on individual carriers is developed, it becomes 
clear that the proposal would have the result of artificially inflating income with 
no increase in available funds. 

TAX EFFECT 


The income-tax features involved in this proposal are complex and may have a 
far-reaching effect on cash resources of the railroads. Any consideration of this 
subject must therefore take account of the probable effects. 

At the present time, the Commissioner of Internal Revenue is not in agreement 
with the basis prescribed by the Interstate Commerce Commission for computing 
depreciation on other roadway accounts. The Commissioner has prescribed dif- 
ferent rates for most railroads which produce a different annual depreciation 
charge for income-tax purposes than that accrued in the accounts. This requires 
maintaining separate detail depreciation exhibits and reconciliation between 
the accounts and income-tax returns. 

Likewise, adjustments are being insisted upon in many cases as between 
depreciation accrued in the accounts on rolling stock and the amount allowable 
for income-tax purpose. This adds a further burden on the railroads in main- 
taining separate equipment depreciation records for purposes of accounts, and 
for purpose of income-tax returns. 

However, the accounting followed for track maintenance by railroads over 
the past 35 years has been generally allowed by the Commissioner of Internal 
Revenue. To now make the drastic change in accounting procedure proposed 
under subject 424 would upset this remaining harmonious condition as between 
accounts and income-tax returns. 

The tax results cannot be accurately predicted, but regardless of the tax out- 
come, conditions detrimental to the railroads would arise. If the proposed 
change in accounting were made, and the railroads continued to make their tax 
returns on the present basis, complete separate sets of records would have to 
be maintained so as to properly prepare the income-tax returns. This would be 
very burdensome, much more so than the other separate records now compiled, 
as above mentioned. Accounting costs would be increased materially and the 
present complex work of preparing income-tax returns would be multiplied. 

In the event the proposal became effective and income-tax returns were also to 
be placed on a depreciation basis for track accounts, there are many unknown 
factors which could only be resolved after extended negotiations with representa- 
tives of the Commissioner of Internal Revenue. The Bureau of Accounts and 
Cost Finding has indicated in its study of April 25, 1949, that it might favor 
writing up the investment accounts to basis of estimated cost of track elements 
presently in service. Such a writeup is estimated at $868 million. Writeups of 
this kind normally are not recognized for income tax purposes and it is unknown 
whether some exception to this general rule might be made in this case. This 
produces further uncertainty as to what the final tax result would be as between 
book depreciation and income-tax depreciation on track accounts and what addi- 
tional records would be required. 

There is also the tax question of straight-line depreciation versus use deprecia- 
tion. The Commissioner of Internal Revenue appears to favor straight-line 
depreciation unless there are unusual circumstances which would indicate 
straight-line calculation produces an unrealistic result. There are many court 
decisions in which he has successfully defended the straight-line method where 
the taxpayer wished to follow the use method of depreciation calculation. 
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If use depreciation on track structure is adopted for accounting purposes, it 
may not be acceptable to the Commissioner of Internal Revenue, which would 
further complicate maintenance of separate records and add to the uncertainties 
of the final tax result. 

In a summary of the income-tax features, railroads are now burdened with 
maintaining many records in order to reconcile differences in depreciation be- 
tween accounts and income-tax return. Adoption of depreciation accounting for 
track accounts would materially add to the present difficult situation. The final 
tax result cannot be accurately predicted but it can now be definitely said that re- 
gardless of what that outcome would be, there would be materially added expense 
to the railroads, either through maintaining additional detailed records for tax 
purposes, or substantial increase in income-tax payments, or a combination of 
both. 

PRACTICAL PROBLEMS IN APPLICATION OF PROPOSED PLAN 


(a) Maintenance of records 


Because of the very large number of items into which the track accounts 
would be subdivided it would be practically impossible to maintain records from 
which the identity and original cost of each item retired could be determined. 
The proposed order makes no provision for meeting this problem, but in the ten 
tative report dated April 25, 1949, the Bureau of Accounts and Cost Finding 
states “It is contemplated that average period prices would be developed and ap- 
plied to annual quantitites in arriving at the amounts to be written in and written 
out of the accounts.” (See p. 13 of appendix 2. ) 

This solution is much more easily stated than applied. It would require, for 
example, a detailed analysis of the balance in account 10, “Other track material,” 
to determine the aggregate cost of the numerous kinds or groups of items, then a 
count of the several items of bolts, spikes, tie plates, joints, etc. During the 
period in which the items now comprising the track structure were installed 
prices have increased more than 100 percent. The use of the average of prices 
having such a wide range would not produce that more nearly accurate account- 
ing which is stated as one of the reasons for the proposal. 


{b) Depreciation rates 


Accounting on the writeout and writein basis for the numerous items compris- 
ing account 10, “Other track material,’ would impose such a burden of minutiae 
as to be impracticable. The proposed order would meet this problem by limit- 
ing writeout and writein accounting to items replaced in connection with rail 
replacement programs and in connection with tie replacements, and to crossing 
frogs and slip or puzzle switches replaced. In escaping from one dilemma the 
proposed order encounters another, namely, that of so adjusting the depreciation 
rate that when applied to the total of account 10 would raise a reserve sufficient 
to meet only those retirements which occur under the circumstances described. 
A similar adjustment would be required in the depreciation rate for account 9, 
“Rails.” Such adjustments could be made only by some estimated or arbitrary 
method. 


(c) Units of property 


The items comprising the track accounts do not fit into the present definition 
of a unit of property. The proposed order would supplement the present defini- 
tion by providing quite arbitrarily that the units of ties, rails, and other track 
material are those prescribed in supplement No. 4 to valuation order No. 3 
second revised issue, or any subsequent revision thereof. The units shown in 
supplement No. 4 are units of measurement and description prescribed for use in 
reporting property changes in completion reports and the record of property 
changes. They are in no sense designed to distinguish between property changes 
accountable through the road and equipment accounts on the one hand and repairs 
accountable through operating expenses on the other which is the proper function 
of the definition in the accounting classification. 

The proposal to account for depreciation on ties, rails and other track material 
with its accompanying writeout and writein provisions, necessarily adopts the 
concept that each tie, each rail and each item of other track material is a separate 
structural entity. This concept is unsound. The track is the structural entity, 
of which ties, rails, and other track material are merely component parts and is 
constructed and maintained as a unit. This principle is recognized by the Com- 
mission’s accounting Classification which has been in effect for 35 years. It is no 
more proper to regard the several component parts of the track as separate de- 
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preciable items than it is to regard the piling, caps, stringers, hardware, etc., 
comprising a trestle as separate depreciable items. 


(d) Loss on retirements of tracks 


The plan of depreciation accounting contemplated in this proposal is designed 
to raise a reserve to meet the loss from retirements in connection with replace- 
ments. It would not raise a reserve sufficient to meet the loss on ties, rails, 
and other track material retired in connection with retirement of tracks. The 
track structure must be maintained in condition suitable for operation up to 
the moment it is retired from service; hence will contain ties, rails, and other 
track material which have not been in service long enough to accumulate a full 
depreciation reserve. For example, when a side track or branch line is retired, 
there is always a substantial amount of service value remaining in the ties, rails, 
and other track material. No provision is made in the proposed order for ac- 
counting for this unrecovered cost. To charge such losses against the deprecia- 
tion reserve obviously would deplete the reserve and at the same time deprive 
the railroad of the right to recoup the cost of property consumed in service. 


(o) Added burden on railroads 


The proposed order would impose a substantial additional burden upon the 
railroads in accounting for replacements on the writeout and writein basis and 
in the recording and reporting required by valuation order No, 3. This burden 
would begin with added clerical work by the track foremen and continue through 
the entire process of accounting under separate AFE’s for each valuation section 
and reporting under valuation order No. 3 and the maintenance of records of 
the depreciation base, accruals, and reserve. In addition there would be the 
preliminary work of analyzing the three accounts for the purpose of computing 
average costs for use in accounting for and reporting retirements. 

Imposition of this additional burden on the carriers is particularly inappropri- 
ate when every effort is being made through the simplification of methods and 
procedures to reduce the cost of clerical work. The critical situation which 
confronts the carriers was recognized by the Commission even prior to the 
inauguration of the 40-hour week when in their 62d annual report the statement 
was made that “we are of the view that much more must be done to increase 
the efficiency and reduce the costs of railroad operations.” If for no other 
reason, it would seem inconsistent to impose upon the carriers the added burden 
attendant to the introduction of this plan of depreciation accounting for ties, 
rails, and other track material with its minutiae of detail. 


COMMENTS ON TENTATIVE REPORT AND STUDIES MADE BY THE BUREAU OF ACCOUNTS 
AND COST FINDING IN COOPERATION WITH THE BUREAU OF VALUATION 


The Bureau of Accounts and Cost Finding has made available copy of a tenta- 
tive report, dated April 25, 1949, in connection with subject 424, and has also 
submitted copies of studies identified as appendixes A to H inclusive, prepared 
in cooperation with the Bureau of Valuation. Excerpts from the tentative report 
are included in appendix 2, attached. 

In the “Brief statement of the issues” at page 1 of appendix 2 the Bureau 
makes a fairly accurate statement of the factual situation. After pointing out 
that the elements of a newly constructed track wear out and are replaced 
with new until a point is reached where the exhaustion of service life is arrested 
and the remaining service life becomes relatively stabilized, the statement con- 
cludes with the observation that “potentially at least, the railroads have long 
since reached this point of relative stability in the maintenance and replacement 
of the track elements.” 

One of the principal questions involved in consideration of this proposal is 
whether or not, after tracks have reached the point of relative stability under 
the replacement method of accounting, that method of accounting should be 
abandoned and a radically different method adopted requiring writeout and 
writein accounting for replacements and depreciation accruals to spread the costs 
uniformly between years. Even granting that the proposed method of account- 
ing might have been more desirable if it had been adopted when the railroad 
tracks were new, the time has passed when that method can be adopted without 
radical and far-reaching effects. 

At page 2 of the appendix, under item (a) the statement is made that “replace- 
ment accounting facilities control or manipulation of the operating expenses 
and income statement through excessive or inadequate expenditures for main- 
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tenance in any one year or over a period of years.” Question arises as to 
what is wrong in a method which permits of control of expenses and why is 
such control necessarily manipulation. There is nothing wrong in the principle 
of any company, a railroad or any other industry, in keeping its expenses within 
its income. The very fact that the track as a whole must be maintained to meet 
operating standards and requirements limits the possibility of manipulation. 

In paragraph (d), page 3, it is stated in part: “The property investment ac- 
counts cannot be harmonized with the original cost records of the Bureau of 
Valuation.” This does not appear to be so much the fault of the present ac- 
counting as a fallacy in what is being attempted. A proper distinction between 
investinent in or original cost of property, and cost of reproduction, would help 
to solve this particular problem. 

Again, on page 3, in paragraph 3 (a), the statement is made that writein and 
writeout of the track elements would serve to bring the property accounts into 
line with the costs of the property in place. If this method of accounting were 
placed into effect now the result sought would not be attained until all the ties, 
rails, and other track material now in the track will have been replaced. This 
is not likely to occur for at least 25 years or more. In apparent recognition of 
the failure of the proposed plan to produce the result desired, the suggestion is 
made that the depreciation base might be taken as the actual cost of ties, rails, 
and other track material now in the track, accompanied by a restatement of 
the property account to the same level by concurrent credit to the depreciation 
reserve. Such a restatement of the track accounts would amount to reversal of 
replacement accounting performed under the accounting classifications of the 
Commission during the past 35 years. 

The last sentence of paragraph 3 (b) on page 3 reads: “The existence of de- 
preciation reserves should add stability to the carrier’s financial position.” It 
is extremely doubtful if the mere showing of depreciation reserves on a balance 
sheet would in any way improve a carrier’s financial position. The income ac- 
count has a far greater effect on the financial position; inflation of income by a 
change in the accounting method would not make for confidence in the stability 
of the company. 

The proposal indicates that depreciation charges might be based either on 
the straight-line method or on some basis made to correspond with units of use 
rather than time. In the studies made by the Bureau of Valuation depreciation 
is computed by both the straight-line and use methods. (See tables 14 and 19, 
pp. 8 and 9, appendix 2.) It is not the intent of this report to delve into the 
relative merits or demerits of alterriative systems of depreciation. Suffice it to 
say. however, that the carriers cannot consider with any degree of realism the 
basis of any proposal except depreciation on the straight-line method, lacking, 
as they do, any assurance that a use basis could be developed which would be 
acceptable for all accounting and tax purposes. 


GENERAL 


Intensive study is being devoted to the subject of depreciation by accountants, 
engineers, economists, financial analysts, and others, in view of which it would be 
inadvisable under these circumstances to make a far-reaching change in the long- 
stand'ng depreciation practices of the railways on what must be regarded as an 
arbitrary basis, rather than as a result of careful study of general current trends 
in depreciation practices. 

The matter of possible improvements in depreciation practices is constantly 
being given attention by the carriers. The accounting division of the AAR has 
a special committee on trends in depreciation practices which is available to 
the carriers for consultation and consideration of matters concerned with the 
broad subject of depreciation trends. This committee keeps closely informed 
on current day thinking with respect to depreciation. 

Any sound proposals for changes in existing depreciation practices will be 
given thorough study by the carriers as it is the desire to fully consider any 
changes that may result in improvements in current procedure. However, it 
is our opinion that accounting proposed by subject 424 does not accomplish this 
objective. 

CONCLUSIONS 
We recommend that the general committee oppose the adoption of the pro- 


posed accounting order for the reasons hereinbefore stated which are sum- 
marized below : 
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(1) Present replacement accounting for track accounts provide a more 
nearly accurate and realistic statement of the investment and income accounts 
because it adheres closely to the variations in the price cycle. We have.lived 
with replacement accounting under the present classification for 35 years and 
there has not been a showing of compelling reasons for changing to the write- 
out and writein and depreciation method. There has been no showing that the 
present method of accounting is so bad or the proposed method so good as to 
warrant the drastic steps required to make the change. 

(2) The effect of this proposal would be to lodge in the investment account 
very large expenditures which are now and for 35 years have been regarded as 
for repairs of the track structure without any improvement of the property or 
any extension of its service life. 

(3) Accounting under the proposed order would result in the creation of 
substantial amounts of artificial income. Moreover, income of the railroads 
would be inflated during periods of prosperity and depressed during periods of 
adversity. In both cases the results would be harmful to the railroads. 

(4) The effect upon Federal and State income taxes cannot be accurately 
forecast. In any event it appears probably that the railroads would either have 
to pay additional taxes on the artificial income created or assume a considerable 
expense to restate their accounts to conform to tax requirements. 

(5) The method of accounting as stated in the proposed order is deficient in 
several important respects and would not accomplish the purposes for which 
it is designed. 

(6) The added burden of expense which this proposal would impose upon the 
railroads would be substantial and lasting. The additional expense which 
would have to be incurred for accounting and valuation reporting in connection 
with the great mass of detail items in the three track accounts would occur 
at a time when the railroads are being urged to reduce their expenses. 

(7) For the most part tracks have reached the age where replacements of 
the parts are fairly uniform and thus have arrested the diminution of service 
value which ordinarily occurs in the early years of the life of the track struc- 
ture. Having reached this point under the replacement method of accounting, 
a change to writeout and writein and depreciation accounting would serve no 
purpose other than to spread the cost of replacements uniformly by years. 

(8) That such changes in depreciation procedures as may appear to be ad- 
visable and beneficial from the standpoint of the railroad industry should be 
progressed through the proper committee after full study of all modern trends 
in depreciation practices. 

Appendiaz 1 


INTERSTATE COMMERCE COMMISSION 
BUREAU OF ACCOUNTS AND Cost FINDING, 


Washington, D. C., September 27, 1948. 
Subject No. 424 


PROPOSED ACCOUNTING ORDER RECOMMENDED BY BUREAU OF ACCOUNTS AND 
Cost FinpING Not YetT APPROVED BY THE COMMISSION 


ROAD AND EQUIPMENT INSTRUCTIONS 
Instruction 7. Road property retired 


Paragraph (e).—Insert the following after the last sentence of the para- 
graph: “Units of ties, rails, and other track material are those prescribed in 
Supplement No. 4 to Valuation Order No. 3, Second Revised Issue, or any subse- 
quent revision thereof, under ‘Account 8. Ties,’ ‘Account 9. Rails’ and ‘Account 
10. Other track material.’ Rails replaced other than in connection with 
replacement programs are not to be treated as units of property retired. Other 
track material replaced in connection with rail replacement programs and in 
connection with tie replacements shall be treated as units of property retired, 
except that crossing frogs and slip or puzzle switches replaced shall be treated 
as units of property retired regardless of whether or not they are replaced in 
connection with rail replacement programs.” 


ROAD AND EQUIPMENT ACCOUNTS 
Account 8. Ties 


Cancel the first paragraph of the text and substitute the following: “This 
account shall include the cost of cross, switch, bridge, and other track ties 
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applied to track for the movement or storage of locomotives and ears (including 
tracks in shops, fuel stations, supply yards, ete.).” 


“ 


Account 9. Rails 


(a) Cancel the first paragraph of the text and substitute the following: 
“This account shall include the cost of rails applied to tracks for the movement 
or storage of locomotives and cars (including tracks in shops, fuel stations, supply 
yards, etc.).” 

(b) Cancel the third paragraph of the text. 

Account 10. Other track material 

(a) Cancel the first paragraph of the text and substitute the following: 
“This account shall include the cost of material applied to tracks for the move- 
ment or storage of locomotives and cars (including tracks in shops, fuel stations, 
supply yards, etc.), except ballast and material chargeable to foregoing accounts.’ 

(b) Cancel note B. 


Account 12. Track laying and surfacing 

Cancel note A and substitute the following : “Nore A.—The cost of distributing, 
applying, and adjusting ties, rails, ballast, and other track material for replace 
ments shall be charged to operating expenses.” 


OPERATING EXPENSES——-SPECIAL INSTRUCTIONS 


Instruction 8. Depreciation accounting, road property 
Paragraph (g).—Add the following primary accounts to the list of depreciable 
accounts: 
8. Ties. 
9. Rails. 
10. Other track material. 


OPERATING EXPENSE ACCOUNTS 
Account 212. Ties 
Account 214. Rails 
Account 216. Other track material 

Cancel the numbers, titles, texts, and notes. 

Prescribe the following accounts: 

212. Rail maintenance.—“This account shall include the cost (less salvage) of 
rails applied in replacements other than those occurring in connection with rail 
replacement programs; also the cost of repairing rails. (See par. (e) sec. 7 of 
general instructions for road and equipment. )” 

Nore.—Replacements in connection with rail replacement programs shall be 
accounted for as retirements and additions of units of property. 

214. Other track material maintenance.—'This account shall inchide the cost 
(less salvage) of other track material applied in replacements other than those 
occurring in connection with rail replacement programs and in connection with 
tie replacements, except that crossing frogs and slip or puzzle switches replaced 
shall be treated as units of property retired and new units applied regardless of 
whether or not the replacement occurs in connection with rail replacement pro- 
grams. (See par. (e) sec. 7 of general instructions for road and equipment. 
It shall also include the cost of repairing other track material.” 

Account 220. Track laying and surfacing 

(a) Applying ties —Cancel the paragraph and substitute the following: “Ap- 
plying ties.—The cost of labor expended in replacement of ties, including unload- 
ing, distributing and applying ties laid and gathering up and disposing of ties 
released ; also in respacing ties.” 

(b) Applying rails.—Cancel the paragraph and substitute the following: “Ap 
plying rails—The cost of labor expended in replacement of rails, including un- 
loading, distributing, cutting, slotting, drilling, adzing for, and applying rails laid, 
and in gathering up and loading rails released; also in adjusting for expansion 
and contraction of rails.” 

(c) Applying other track material—Cancel the paragraph and _ substitute 
the following: “Applying other track material.—The cost of labor expended in re 
placement of other track material, including unloading, distributing, and applying 
material placed in tracks, and in gathering up and unloading material released.” 
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Account 267. Retirements—Road 
Cancel the first sentence and substitute the following therefor: “This account 
shall include the service value (ledger value less value of salvage) of nonde- 
preciable road property retired. (See sec. 7 (a) (2) of general instructions for 
road and equipment. )” 
REASONS 


This proposed amendment provides for the elimination of replacement account- 
ing for ties, rails, and other track material, and in lieu thereof, the introduction of 
depreciation accounting for such property with provision for its writeout and 
writein when retired and replaced. 

The extension of depreciation accounting to ties, rails, and other track 
material insures a more accurate statement of the actual expense which is 
being incurred in the operation of the property. The accounts would be more in- 
formative and more nearly accurate than if current depreciation is ignored. 

The introduction of writein and writeout for ties, rails, and other track 
material will permit the road and equipment property accounts to reflect the 
increase or decrease in the cost of such property presently in place. 

The depreciation charges for ties, rails and other track material might be 
based either on the straight-line method or on some basis made to correspond 
with units of use rather than time. 

The depreciation base might be taken as the original cost (partly estimated) 
of the ties, rails and other track material as determined by the Bureau of 
Valuation; or it might be taken as the actual cost of the ties, rails, and other 
track material now in the track. The use as a depreciation base of the actual 
cost of the property now in the track might be accompanied by a restatement 
of the property accounts for ties, rails, and other track material to the same level 
(i. e., to the actual costs of the property now in the track). Any such restate- 
ment should be accompanied by a concurrent credit to the depreciation reserve 
for road property by the amount of the adjustment made in the property accounts, 
with the result that there would be no change in the assets after allowance for 
depreciation. 

Appendix 2 


Excerpts from tentative report of Bureau of Accounts and Cost Finding dated 
April 25, 1949, relating to depreciation accounting for track elements 


BRIEF STATEMENT OF THE ISSUES 


Consider a piece of track which has just been constructed and put into use. 
Wear and tear begin at once on the ties, rails, and other track material. 
Obviously, it is neither practical nor economical to immediately make good this 
wear and tear. Gradually, however, over a period of time, the renewal or 
replacement of the track elements increases as individual parts (ties, rails, ete.) 
wear out or fail. The remaining service life of the track gradually diminishes. 
During this early period the renewals are relatively light. Eventually a point 
is reached for each element (ties, rails, ete.) where further deterioration of the 
property in place effects the safety and efficiency of the operation and regularly 
scheduled replacements must take place. At this point the decline in the un- 
exhausted service life is arrested and, if the track is properly maintained (i. e., 
there is no deferred maintenance), the remaining service life becomes relatively 
stabilized. Thereafter the annual expenditures for maintenance make good the 
annual loss in service life. Potentially, at least, the railroads have long since 
reached this point of relative stability in the maintenance and replacement of 
the track elements. 

(1) Comments on replacement accounting 

Points advanced in favor of replacement accounting may be summarized briefly 
as follows: 

(a) It is in accord with the concept that any replacements in kind of the 
track elements (ties, rails, other track material, ballast, and labor) constitute 
but a repair of a major unit of property, the major unit being a complete section 
of track structure. The replacement of a tie, a broken rail, or indeed of 10 or 
20 miles of rail (under a relay program) is considered as comparable, in principle, 
to the replacement of a door to a station, or the renewals of the wheels and trucks 
to a boxcar. In either case it is looked upon as the replacement of constituent 
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parts of a whole unit of property and therefore chargeable to operating expenses. 

(6b) Replacement accounting permits changes in the price level to be carried 
through to operating expenses, a factor which is of importance for tax purposes 
in periods of inflation. When traffic and revenues are high, expenditures are 
high, and the full advantage of tax deductions can be taken. Under depreciation 
accounting the deductions would be increased in periods of low revenues and 
income when they would be of minimum benefit and decreased in periods of high 
income. 

(c) Replacement accounting, in the carriers’ opinion, best reflects the com- 
pany’s financial affairs in that it places the costs in the periods when the ex- 
penditures are incurred. 

(d@) Track repairs are in substantial ratio to the wear and tear and use of 
the plant (as measured by gross ton-miles) and replacement accounting repre- 
sents the facts as to wear on the plant better than does depreciation accounting, 
at least when the latter is applied on a straight-line basis. A related point is 
that the carrier, in programing its annual repairs with relation to its annual 
revenues and traffic volume, is more nearly assured of actually recovering, 
through charges against income, the funds needed to finance replacement. It 
would reduce the problem sometimes faced under straight-line depreciation of 
charging off depreciation in periods of deficit operation. 

(e) With track maintenance reported on an expenditure rather than an accrual 
basis, the carriers have greater flexibility in “weathering the storm” in cases of 
sharp changes of business activity. In an industry with relatively large fixed 
costs, such as the railroads, the effects on net income of changes in business 
activity are accentuated. The result is that the carriers, more than most in- 
dustries, must plow in the fat when traffic is good and live off their fat when 
traffic is poor. The issue here turns on the respective merits of an expenditure 
basis of accounting and the accrual basis. Accrual accounting in itself does not 
occasion bankruptcies. 

The criticisms directed to replacement accounting may be summed up as 
follows: 

(a) Replacement accounting facilitates control or manipulation of the oper- 
ating expenses and income statement through excessive or inadequate expendi- 
tures for maintenance in any one year or over a period of years. In such case 
the income account for each year will not reflect the actual exhaustion in the 
service life of the ties, rails, and other track material during that year. How- 
ever, manipulations through deferring track maintenance work is subject to 
some limitation because of safety requirements. Track in unsafe condition 
cannot be withdrawn from service as in the case of equipment. 

(b) As there is no writeout and writein when property is retired and replaced, 
the property accounts become increasingly unrealistic in that they do not re- 
flect the actual cost of the ties, rails, and other track material presently in the 
plant... The understatement as of 1946 was estimated to be $868 million. 

(c) The balance sheet cannot reflect or indicate the accrued depreciation or 
exhaustion of service life present in the property. 

(d) The property investment accounts cannot be harmonized with the original 
cost records of the Bureau of Valuation. Under replacement accounting for rails 
and other track material, amounts are charged to operating expenses under 
rail relay programs which the Bureau of Valuation includes in the cost of 
the property (under the consequential betterment rule). As the Bureau’s figures 
are used in developing the rate base in revenue and rate proceedings, this 
results in a situation where the same expenditure is included both as an operating 
expense and as a capital charge.” 


(3) Comments on depreciation accounting 


(a) The inauguration of depreciation accounting, along with the writein and 
writeout of the track elements, would serve to bring the property accounts into 
line with the costs of the property in place. 

(b) If a use basis of depreciation were used, it would permit the income and 
expense accounts for each period to reflect the exhaustion of service life occurring 


1Jt is recognized that except for the reorganized carriers the property accounts on the 
carriers’ books generally do not now reflect actual costs. However, if subject No. 423, 
providing for the introduction of original costs on the balance sheet, is adopted, the 
subject takes on added significance. Bureau of Valuation original costs are also affected, 
especially for ties. 

2 Over the 20-year period 1928 to 1947, inclusive, the total amount of the duplication is 
estimated at roughly $190 million. 


Sy 
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in each period, as measured by the traffic handled. It would provide an indica- 
tion in the balance sheet of the accrued depreciation in the track structure. It 
would give current recognition to the fact that depreciation does accrue on 
track property. The existence of depreciation reserves should add stability 
to the carrier's financial position. 

(c) Some writeup of the ledger accounts to provide a realistic depreciation 
base upon which to compute the depreciation charges would probably be neces- 
sary; otherwise, the annual operating charges and income statements would be 
misleading for an extended period of years.’ For example, ties are carried in 
the Bureau of Valuation original cost records at a price of about 70 cents each 
(1910-14 prices, except for additions) as compared to an average cost for 
the ties now in place of roughly $1.50 to $1.75 each and a present-day replacement 
cost of $2 to $2.50. The same applies to rails and other track material although 
to a lesser degree, because of the application of the consequential betterment rule. 

To avoid unrealistic charges and reports of income, which would occur until 
such time as the property records were brought into near conformity with the 
cost of the property in place, through writeout and writein, the ledger value of 
ties, rails, and other track material should probably be written up to the approxi- 
mate cost of the property now in place. At the same time a reserve for past 
accrued depreciation in rail, ties, and other track material would be set up in 
an amount equal to the writeup, leaving the depreciated investment unaffected.‘ 
The ledger values thus written up would become the depreciation base. Such 
writeup in the carrier’s books would be limited, of course, to carriers whose 
property accounts for ties, rails, ete., fell short of the cost of the property in place. 


Comparison of depreciation accruals and retirements, period 1944—47, inclusive’ 


Ratio of 
Iter Depreciation | Retirements vecruals to 
iccruals retirements 
a (2) (3 ‘ 
Road property $385, 020,083 $122, 264, 973 3.1 
Equipment 783, 693, 605 362, 313, 180 2.2 
Total 1, 168, 713, 688 484, 578, 153 2.4 
Annual average 233, 742, 738 96, 915, 631 2.4 
Excludes reserves created through charges to acquisition adjustment accounts 702}4A and defense project 
imortization. Detail not available for 194 


Source: Statistics of Railways. 


The following observations are made on the above figures. Shortages of mate- 
rials which prevented necessary replacements may have accounted for part of the 
disparity between the depreciation charges and the retirements during the war 
years and the period immediately following the war. Llowever, as indicated by 
the data in appendix H,° the disparity was approximately the same in 1948 as in 
the earlier period. Furthermore, the showing of a large excess of charges over 
retirements was fairly uniform for all but a few carriers. The rail plant as a 
whole averages roughly 60 to SO years of age and is probably as stabilized in 
terms of retirements and replacements as it will ever be, especially on road prop- 
erty. Road property depreciation rates furnished by the Commission contem- 
plate overall average lives of about 50 years ° and were intended to cover only the 
current exhaustion of service values, not past accrued depreciation. The ex- 
planation of the foregoing figures and trends, insofar as road property is con 
cerned, may rest partly on the renewal or reconstruction of substantial parts of 


structures, thus greatly extending their service lives,’ and the operation of the 


*The track elements differ from other road property in that, not being recognized as 
units, they have not been written out and written in when retired and replaced. 

*An alternative procedure is to leave the ledger values as they now are in the books, 
but to set up the depreciation reserve based on the estimated cost of the property in place. 
However, when property is retired the reserve would be charged only with the ledger 
value, the result being to build up excessive reserves, 

®* From available 1948 annual reports. 

® The retirement figures would imply lives of 150 years. 

7In the case of continuous structures the service 


: ne lives may be extended well-nich 
indefinitely. 
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$500 minimum charge rule under which piecemeal replacements may be made of 
substantial amounts of property. In such case the replacement costs become a 
charge to operating expenses with no charge to the depreciation reserve. Other 
factors may be changes in maintenance and retirement policies, or changes in 
the “art of railroading” may also have served to defer the need for the replace- 
ment of some facilities which would otherwise have been retired for inadequacy 
or obsolescence. As to equipment, the increase in the depreciation base because 
of dieselization programs and the fact that there have been no retirements of 
diesels and very few retirements of other equipment bought at present prices is 
a factor.” The depreciation rates themselves may also be a factor.® 

The total of the depreciation reserves is rapidly approaching the estimated 
past accrued depreciation in the rail plant which is presently set at about $6,000 
million.” As of the end of 1930 the depreciation reserves totaled $2,056 million.” 
As of December 31, 1942 (including defense projects), they totaled $3,337 million. 
At the close of 1947, including amortization of defense projects, they totaled 
$5,417 million,” or a figure only 10 percent short of the engineering estimate of 
the past accrued depreciation (at original costs) in the depreciable rail property.” 
Depreciation on a straight line versus a use basis 

Depreciation on a straight line basis is the simplest procedure from the stand- 
point of computing the charges and of policing and checking the adequacy of the 
rates once in effect. The simplicity of straight line depreciation, or at least 
of depreciation computed on a time basis, has won adherence to this plan over 
others which, while theoretically more logical, are more complicated in their 
application. 

The principal objection to the straight-line basis is that it may not reflect the 
rate at which wear and tear on the property (i. e., exhaustion of service life) 
is occurring. Also, it may not reflect the current level of the business activity 
and tonnage handled, which are measures of the carrier’s ability to actually 
recover the depreciation costs.“ 

The application of the use basis usually rests upon some plan whereby the 
total life expectancy of each unit of property is estimated, the same as under 
the straight line method, and such estimated number of years of life is then 
multiplied by the normal quantity of use units per year to arrive at the total use 
units over which the cost of the property is to be depreciated. As past experience 
usually indicates that more units of service are obtained from newly installed 





8 Investments in owned property account 701 (class I carriers) (source: Statistics of 
Railways) : 
{In millions (sic)] 


Investments 1939 1943 1947 
Road___ $13, 887, 354 $13, 730, 619 $14, 491, 5°4 
Equipment 5, 475, 784 6, 451, 616 7, 529, 346 
General__- : . 242, 226 | 333,014 | 491, 103 
Total- ed 19, 605, 424 | 20, 515, 249 | 22, 512, (43 
| 


® Rates are currently being reviewed. 

WPhe iigures for past accrued depreciation (at Bureau of Valuation original costs) 
furnished by the Engineering Section of the Bureau of Valuation as of Jan. 1, 1949, are as 
follows: 

DIST OCTA Ee) THE  POOROT YT nen nan co tiwa wee i ee 
Equipment___ BiM ER Alahes eck RSE Ad ce hvac tach than Pees Ale cin a as 8, 900, 000, 000 


Total depreciable property___.__-_-_-._---~~- el a Mie 6, 075, 000, 000 
Track elements (accounts 214-220) now treated as nondepreciable_ 760, 000, 000 
i i a a Jens 835, 000, 000 

11 Statistics of Railways. 

12The figure of $5,417 million excludes approximately $380 million reserves created on 
reorganized carriers through charges to acquisition adjustment account TO02%,A. The 
earlier figures include such charges, if any. 

13 Subject No. 426 treats of past accrued depreciation. The comparisons shown herein 
and the narrowing of the gap between the reserves and the accrued depreciation are of 
interest in connection with this latter subject. As to the effect of defense project amortiza 
tion, it is recognized that some substantial part of these reserves should be viewed as having 
been created through advance charges, the effect of which is to overstate in some degree the 
sufficiency of the reserves. As of the close of 1947 the amortization reserve balances 
totaled $1,279 million. 

% A point stressed by the carriers. 











RAILROAD ACCOUNTING PROCEDURES 201 


units than from the older units they replace, i. e., more miles per car or per 
locomotive, or more gross ton-miles per ton of rail, estimates of future productivity 
require a knowledge both as to engineering improvements, improvements in the 
art of lengthening the normal lives of various kinds of property already in 
service, and changes in retirement and maintenance policies which may shorten 
or lengthen the life of property. Rates of growth and cyclic swings in the traffic 
handled (use units) must be taken into consideration. A correct appraisal of 
the above factors is extremely important under the group method of depreciation 
which provides no automatic cutoff of the depreciation charges when the ledger 
value of a unit of property has been written off such as is the case under the 
unit method. The depreciation charges continue until the property is retired 
and any change in business and traffic activity, such as occurred during the war 
vears, or changes in maintenance policy or trend in traffic volume which would 
step up the units of service without proportionately hastening the date of retire- 
ment of the unit would result in overaccruals. 

The burden of the foregoing observations is that whereas the use basis of 
depreciation has many advantages over the straight line method, it also is more 
complicated in its application and policing. 


Eatension of depreciation to ballast and tracklaying and surfacing 


Subject No. 424 as submitted to the Rail Contact Committee under date of 
September 27, 1948, dealt only with the extension of depreciation accounting 
to ties, rails, and other track material. In principle, however, depreciation 
accounting is equally applicable to ballast and also to the labor account, “Track- 
laying and surfacing,” insofar as the labor charges relate to the replacement of 
ties, rails, ete. In view of the magnitude of the present study of depreciation 
accounting for the track elements, it appears desirable to canvass all the accounts 
potentially affected. 


Recorded maintenance expenses compared with estimated depreciation charges 
using original costs as the depreciation base 

Appendix A, tables 1-4 (details not reproduced here) shows the recorded 
Inaintenance expenses for ties, rails, and other track material and the estimated 
depreciation charges for these elements, using the Bureau of Valuation original 
cost as the depreciation base. The depreciation charges are set up on both a 
straight line and a use basis. All depreciation charges were computed for the 
United States as a whole, without breakdown by districts. The figures, com- 
puted by the Engineering Section of the Bureau of Valuation for all districts 
combined, are for the purpose of analysis and study. They are qualified as 
heing subject to some degree of approximation although at the same time the 
Z3ureau believes they are substantially in accord with the facts. 

Table 14 shows the results for the complete period 1985-46. 


TABLE 14.—Comparisons of recorded maintenance expense and estimated deprecia- 
tion charges for ties, rails, and other track material, 1935-46, using Bureau of 
Valuation original costs as the depreciation base 


Dollars in millions] 


Item Ties Rails Other track Total 
| | } material 
(1) (2) (3) (4) 5) 
1. Recorded expense $851.5 $325. 5 $474.3 $1, 651.3 
2. Straight-line depreciation $531. 1 $316 8 $331.0 $1, 178.9 
4. Use depreciation $597. 5 8394. 0 2408.9 $1, 400. 4 
t. Ratio of recorded expense to straight-line cdeprecia- 
tion (percent) 160 103 143 140 
Ratio of recorie1 expense to use depreciation (per 
cent 143 83 116 118 
Depreciation base (average of annual figure $859.9 $1, 600.0 $891.9 $3, 351.8 


Referring to table 14, column (5), the total recorded maintenance expenses 
for the three track elements exceeded the estimated depreciation on a straight- 
line basis by $472.4 million, or, roughly, $40 million per year, and exceeded the 
depreciation on a use basis by $250.9 million, or about $21 million per year. 
Stated differently, the total recorded maintenance expenses over the 12-year 
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period would have been reduced by 40 percent under straight-line depreciation 
and reduced 18 percent under the use basis of depreciation. These figures 
contemplate the use of the original costs as the depreciation base. 

Taking the latest year for the period, 1946, the straight-line and use bases 
of depreciation would have reduced the recorded maintenance by, roughly, $76 
million and $39 million, respectively, or by 42 percent and 21 percent. 

Table 19 summarizes the aggregate figures and comparisons for the 31-year 
period similar to table 14 except that the cost of the property in place is used as 
the depreciation base. 


TABLE 19.—Comparison of recorded maintenance expenses and estimated deprecia 
tion charges for ties, rails, and other track material, 1917-47, using cost of 
property in service as the depreciation base 


[Dollars in millions] 


Item ‘ies Rails Other track Total 
material 


1) 2) 3 4 

1. Recorded expenses $2, 696.8 $917. 1 $1, 191.3 $4, 805. 2 
2. Straight-line depreciation 2 518.5 859.9 859.8 4. 238.2 
3. Use depreciation 2, 634.8 951. 4 957.5 4. 543.7 
4. R tio of recorded exp nses to straight-line deprecia- 

tion 107. 1 106. 7 138. 6 113.4 
5. Ratio of recorded expenses to use depreciation 102. 4 96.4 124.4 105. 8 
6. Depreciation base (average of annual figures 1,314.0 1, 682.8 819. 2 3, 816. 0 


It will be noted from table 19 that over the 31-year period the recorded ex- 
penditures exceeded the estimated straight-line depreciation charges by 13.4 
percent, or $567 million. This averages $19 million per year. They exceeded 
the use basis of charges by 5.8 percent, or $261.5 million. The latter averages $9 
million per year. 

Effect of application of depreciation accounting on net railicay operating income 

The United States total net railway operating income has been restated to sepa- 
rately reflect each of the four methods of depreciation described hereinabove. 
Federal income taxes were adjusted to allow for the substitution of the depreci- 
ation charges for the recorded maintenance charges. The figures were computed 
for the extension of depreciation accounting to ties, rails, and other track 
material only. 

Table 20 shows the recomputed net railway operating income based on the ap 
plication of straight line and use depreciation, respectively, over the period 1935 
to 1946. The Bureau of Valuation original cost figures were used as the de- 
preciation base. 

Table 20 indicates that had straight-line depreciation been in effect over the 
12-year period 1935-46, inclusive, using Bureau of Valuation original costs as the 
depreciation base, the recorded charges for ties, rails, and other track material 
would have been decreased by $472.4 million or an average of $39.3 million per 
year. Income taxes would have been increased by $190.5 million, or an average of 
$15.9 million per year. The net railway operating income would have been 
increased by $281.9 million, or an average of $23.4 million per year, or 2.9 percent. 

Had the use basis of depreciation been in effect, the recorded charges for ties, 
rails, and other track material would have been reduced by $250.9 million, or an 
average of $20.9 million per year. Income taxes would have been increased by 
$81.7 million, or an average of $6.8 million per year. The net railway operating 
income would have been increased by $169.2 million, or an average of $14.1 million 
per year, or 1.7 percent. 

Table 21 shows similar data for the period 1917-47, inclusive, based on the use 
of the cost of the property in service as the depreciation base. 

Table 21 indicates that had straight-line depreciation been in effect over the 
period 1917-47, using cost of property in service as the depreciation base, the 
recorded maintenance for ties, rails, and other track material would have been 
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decreased by $567 million, or an average of $18.3 million per year. The in- 
come taxes would have been increased by $146.2 billion, or an average of $4.7 
million per year. The net railway operating income would have been increased 
by $420.8 million, or an average of $13.5 million per year, or 1.7 percent. 

Table 21 similarly indicates that had the use basis of depreciation been in 
effect over the period 1917-47, inclusive, the recorded maintenance expenses would 
have been decreased by $261.5 million, or an average of $8.44 million per year, or 
5.4 percent for the period. Income taxes would have been decreased by $21.8 mil- 
lion, or an average of $0.7 million per year, or 0.4 percent for the period. The net 
railway operating income would have been increased by $283.3 million or an aver- 
age of $9.1 million per year, or 1.1 percent. 


TABLE 20.—Hstimated increase or decrease in net railway operating income from 
application of depreciation accounting using Bureau of Valuation original costs 
as the depreciation base 

[Dollars in millions] 


Increase (+) or de 


Increase (+ 


or de- 


Increast 


| or decrease (—) over ree- 
crease (—) over crease (—) over orded net railway operating income 
recorded mainte- recorded income a 
| nance expenses taxes 
Y Straight line Use 
Straight Use Straight Use Amount Percent {mount Percent 
line line 
l 2 4 (4 6 7 8 ) 
1935 +39 3 $3.7 $9.3 1.9 $3 7 +0. 7 
1936 6.1 9.2 +$1.0 $1.4 +5. 1 +8 +7. 8 +1.2 
1937 13.7 —13.0 +34 +-3.2 +10.3 1.7 igs 19 
1938 ¥ 7.9 «$4 5 7.9 2] 
1939 16.9 — 2. 6 +4. 4 +54 +-12.5 +2 1 4-15. 2 2.6 
19 39 25. 7 4.4 8.8 10.0 16.9 1. 6 +44. 4 1.6 
1940 19.7 —18.1 4.7 +4.4 15.0 2.2 13.7 +-2.0 
1941 1.4 26.7 +11.2 +6.9 32.2 3. 2 19.8 +2.0 
1942 15.0 0 20 3. 2 +24. 5 1.7 3.8 T.3 
1943 —71.5 —20.9 +43. 2 12.6 28.3 2.1 +8 f + 6 
1944 —95. 8 39.8 +63. 4 + 26.3 32.4 +2.9 +13. £ 1.2 
1945 45. 7 15.2 +38. 7 +18. 3 +57. 0 6.7 26.9 3. 2 
1946 75. ¢ 38.8 @ +75. 6 +12.2 +38.8 +6.3 
1940-46 146.7 196. 5 + 181.7 +71.7 +265. 0 +3.7 +-124.8 +18 
19354 172.4 | —250.9 +190. 5 +81.7 +281.9 +2.9 | +169.2 +1.7 


1 Source, appendix A, tables 6. 
2 Deficits 


H2361 57 — 14 
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TABLE 21.—Hstimated increase or decrease in net railway operating income from 
application of depreciation accounting for ties, rails, and other track material, 
using cost of property in service as the depreciation base.’ 


{Dollars in millions} 


Inerease (+-) or de- Increase (+) or de- Increase (+) or decrease ( over re 
crease (—) over crease (—) over | corded net railway operating incom: 
recorded maintce recorded income 
nance expenses taxes 

Straight line Use 
Year F 
Str ht Use Straight Use {mount Percent Amount Perce 
line line 
j (4 ()) 7 x ; 

1917 + $22. 1 +$18.9 1.8 $1.5 $20. 3 2.2 $17.4 1.9 
1918 __ 1.8 -2.1 1 1 1.7 3 2.0 +.3 
1919 MK). 2 — AH, 9 +-1.8 2.0 +48. 4 +10.6 +54.9 12.1 
1920 —87.9 — 6. 1 +8. 3 +9. 1 +79. 6 11.7 +-87.0 12.8 

1917-20 —114.2 136. 2 +-8.2 +9.7 +106. 0 3.9 +126. 5 1.7 
1921 104.9 116.0 +O. 8 +108 ». 1 15.8 4-105. 2 17 
1922 75 83.5 +25 +9 4 +f}, 7 KR 74 1 1-9 
1923 71.6 -66. 9 +8. 2 +-7.7 +-13. 4 6.6 09. 2 +1) 
1924 83.5 81.0 +9. 1 +8.8 74 +7.6 72.2 7.4 
1925 82.1 ae +8. 6 7.6 +-73.5 6.6 65.8 ) 
1926 83. 7 §9. 3 9.5 7.8 +74. 2 6.1 +-€1.5 1 
1927 78. 8 63. 4 8.3 6.7 70.5 6.6 L568 
1928 68. 6 55. 4 6.5 5.3 +-fi2. 1 5.3 1 1 
1929 0.1 28. 7 +4.3 +-2 15.8 3.7 +-26. 2 23 
1930 12.2 —3.8 +.8 +.2 + 11.4 +1.3 +3. 6 +.4 

1921-30 710. 7 641. 5 +73.6 66.8 +37. 1 +6. 4 +574. 7 +58 
1931 +29. 4 +-21.0 1.1 —.8 s 4 20. 2 3.8 
1932 +-73. 0 +45. 5 73. 0 22. 4 45. £ 13.9 
1933 +77.9 +51. 6 77.9 16. 4 1.6 10.9 
1934 +63. 9 +44. 1] 63.9 13.8 14.1 9.5 
1935 +57.2 +39. 5 57.2 11.4 39.5 7.9 
1936 +49] +-37.9 6.6 6.0 35. 5 5.3 $1.9 +s 
1937 +-32. 6 4-33. 6 8.0 &.2 24.6 1.2 25. 4 43 
1938 +-47.4 34.0 17.4 12.7 34.0) -9. 1 
1939 +24.8 +23.3 7.4 6.1 21.0 3.6 17.2 2.9 
1940 +25. 6 +27.7 6.2 6.7 19. 4 2.8 21.0 3.1 

1931-40 +477. 5 +358. 2 29.3 27.8 448. 2 S. t —330. 4 6.4 
1941 : +.3 +23. 1 —.1 5.9 —.2 $7.2 1 
1942 2.3 49.3 +1.0 22. 5 1.3 +. 1 2.8 1.8 
1943 28. 7 +39.7 +-17.3 24.0 11.4 +.8 15.7 ie 
1944 55. 4 +18. 1 +36. 7 12.0 +18. 7 +1.7 6.1 6 
1945 57.3 +-7 8 +-23. 2 3. 1 +34. 1 +4.0 1.7 a) 
1946 _- 35. 6 +120 +35. 6 +57 12.0 1.9 
1947 40.6 +8. 0 15.6 —2. 1 +950 +3. 2 1.9 

1941~47__ 219. 6 +158. 0 +93. 7 70.6 +125.9 +1.7 87.4 1.2 

1917-47 567. ( 261.5 +146. 2 21.9 +420. 8 +1.7 +283. 4 +1. 1 


' Source, appendix B, tables 5-4. 


The foregoing analysis of the effect of depreciation accounting on the net 
railway operating income takes into consideration only ties, rails, and other track 
material. Had ballast and that portion of account 220, track laving and surfac 
ing, attributable to the replacement of ties, rails, other track material, and ballast 
been included, the above effect on the net railway operating income presumably 
would have been magnified somewhat. 

Workload on the carriers in adopting depreciation accounting 

While the extension of depreciation accounting to ties, rail, other track mate 
rial, ballast, and track laying and surfacing would no doubt throw some added 
burden on the carriers, it is not believed that this would present any unusual 
or difficult problems. The needed records and reports are, to a large degree, nov 
being furnished by the Bureau of Valuation (Engineering and Accounting Se« 
tions) for the purposes of its property records and original cost records. As 
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previously explained, a portion of the rail relay jobs are now written in and 
written out of the Bureau of Valuation original cost records under the conse- 
quential betterment rule. Rail relay programs are performed under AFE’s with 
complete records as to quantities, prices, and labor. Ballast is usually installed 
under sizable programs, Ties represent a somewhat different problem in that 
they are usually replaced either piecemeal or in accordance with program work 
by section gang labor or sometimes by extra gangs in connection with general 
surfacing work. Section gangs must now separate their time between that charge- 
able to account 202, roadway maintenance, and that chargeable to account 220, 
track laying and surfacing. Work which the section foreman must identify 
r charge to account 202 includes: removal and disposal of grass, weeds, etc. ;: 
dressing ballast; watching and patrolling; protecting banks by riprap piling: 
work-train service in connection with roadway maintenance; roadway work in 
connection with taking up and relocating tracks; and other expenses, including 
ficial roadway inspection train service, etc. Work chargeable to account 220 
includes applying ballast, applying ties, applying rails and other track material, 
ilining, surfacing, gaging track, tightening bolts and spikes, restoring rails, ties, 
ind ballast after washouts, taking up tracks, work-train service pertaining to 
track laying and surfacing (excluding work trains distributing ballast), track 
work (excluding material) in taking up and relocating tracks, other expenses not 
nrovided for elsewhere such as official track inspection train, etc. 

The foregoing serves to indicate the minimum breakdown of section-gang time 
now required. Some carriers in the past have kept more detailed breakdowns 
for their own use. The application of depreciation accounting would require 
that the time chargeable to account 220 for applying ties, rails, ballast, and other 
track material be separately identified. Most rail renewals are handled by spe- 

ial track gangs, the labor being directly assignable. 

It is contemplated that average period prices would be developed and applied 
to annual quantities in arriving at amounts to be written in and written out 
of the accounts. 

APPENDIX B 


JUOTATIONS ON DEPRECIATION ACCOUNTING FROM THE UNIFORM SYSTEMS OF 
ACCOUNTS OF THE INTERSTATE COMMERCE COMMISSION AND THE BOARD OF TRANS- 
PORT COMMISSIONERS FOR CANADA 


QUOTATION FROM UNIFORM SYSTEM OF ACCOUNTS FOR RATLROAD COMPANIES PRESCRIBED 
BY THE INTERSTATE COMMERCE COMMISSION EFFECTIVE, AS REVISED, JANUARY 


1957 


Reference: Operating expenses—Special instructions, section &, depreciation 
accounting—Road property 


Paragraph (a); pages 7980 


“(a) There shall be charged monthly to operating expenses or other appropri- 
ate accounts and credited to account 735, accrued depreciation, road and equip- 
ment during the service life of depreciable road property amounts which will 
approximate the loss in service value not restored by current repairs or covered 
by insurance. The charges for currently accruing depreciation shall be com- 
puted in conformity with the group plan by applying to the original cost or the 
estimated original cost of the road property as found by the Bureau of Valuation 
such percentage rates as found by the Bureau of Valuation such percentage rates 
as will distribute the service value by the straight line method in equal annual 
charges to operating expenses or other accounts during the estimated life of the 
property.” 

Paragraph (9g); page 81 


“(g) For the purpose of the group plan of depreciation accounting for road 
property the following primary accounts under road and equipment general 
account T, road, are classed as depreciable accounts : 

1. Engineering (as approximately assigned, but not distributed, to the 
other depreciable accounts in arriving at the amounts used as the deprecia- 
tion base). 


“214. Other right-of-way expenditures. 


3. Grading (depreciable property recorded in this account). 
5. Tunnels and subways. 
6. Bridges, trestles, and culverts. 
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7. Elevated structures. 
13. Fences, snowsheds, and signs. 
16. Station and office buildings. 

17. Roadway buildings. 

18. Water stations. 

19. Fuel stations. 

20. Shops and enginehouses. 

21. Grain elevators. 

22. Storage warehouses. 

23. Wharves and docks. 

24. Coal and ore wharves. 

26. Communication systems. 

27. Signals and interlockers. 

29. Powerplants. 

31. Power-transmission systems. 

35. Miscellaneous structures. 

37. Roadway machines. 

39. Public improvements—construction. 

44. Shop machinery. 

45. Powerplant machinery.’ 

Comment.—Note that accounts 8. Ties,9. Rails, 10. Other track material, 11 

Ballast, and 12. Track laying and surfacing are omitted from above list of 
depreciable accounts. 


o> 


q 


, 


Paragraph (i) ; page 82 

“(i) The term ‘group plan’ means the plan under which depreciation charges 
are accrued upon the basis of the original cost of depreciable road property for 
each primary road account using the service lives of the individual depreciable 
units in the accounts and property weighting to determine the composite annual 
rate of depreciation. Upon the retirement of a unit of property, its full service 
value is chargeable to account 735, ‘Accrued depreciation—road and equipment,’ 
whether or not the particular item has attained the average service life.” 

Reference: Road and equipment—General instruction 15; page 18A. 

“15. List of accounting units of property for railroads.—This list of units is 
established for the purpose of designating the items of property the cost of 
which shall be written out of road and equipment accounts when the property 
is retired and replaced * * *” 

Comment.—tThe list of Accounting Units of Property for Railroads (Uniform 
System of Accounts for Railroad Companies, Road and Equipment—General In- 
struction 15, pp. 18A to 18F, inclusive) does not include “accounting units of 
property” for property accounts 8. Ties, 9, Rails, 10. Other track material, 11. 
Ballast, or 12. Track laying and surfacing. 

The “accounting units of property” listed for property account 3. Grading, are 
as follows: 

‘A retaining wall 

Riprap (hand placed ) 

A protecting dyke 

A protecting crib 

A wing dam Each entire installation.” 
A revetment 

Mattress 

Pipe or other structures to provide | 

drainage 

Comment.—The above units represent a relatively minor portion of the total! 
cost of grading. 


QUOTATION FROM UNIFORM CLASSIFICATION OF ACCOUNTS FOR CLASS I COMMON 
CARRIERS BY RAILWAY AS PRESCRIBED BY THE BOARD OF TRANSPORT COMMISSIONERS 
FOR CANADA, EFFECTIVE JANUARY 1, 1956 


Reference: General Instruction No. 11: pages 23 and 24 


“11. Depreciation accounting 

“(a) There shall be charged monthly to expenses or other appropriate accounts 
and credited to the accounts for accrued depreciation amounts which will ap- 
proximate the loss in service value of depreciable property not restored by current 
maintenance or recoverable by insurance. The amounts to be charged as deprecia 


er 
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tion shall be determined under a system which will allocate the service value of 
the property over its estimated service life in a systematic and rational manner. 
The service value of the assets, for depreciation purposes, shall be their cost less 
their estimated salvage value. In determining the amount of the allocations, 
consideration may properly be given to pertinent factors such as annual variations 
in use, increasing obsolescence or inadequacy, although the amount of deprecia- 
tion is not intended to be a valuation or a measurement of the effect of all such 
occurrences. The charges for depreciation shall be computed in conformity with 
the group plan under the straight-line method or the ‘user’ or unit of production 
method. 

“(b) The service life is the period of time between the installation of the 
property and its retirement for accounting purposes. 

“The group plan is the plan under which depreciation charges are accrued in 
respect of the classes of property included in a primary account or in a group 
of primary accounts by applying a composite rate of depreciation determined 
upon the basis of the aggregate service value and properly weighed service lives 
of such classes of property. Under the group plan of depreciation accounting 
the full service value of a unit of property is chargeable to the appropriate accrued 
depreciation account upon its retirement whether or not it has attained the aver- 
age service life. 

“(c) All primary accounts under road and equipment general account I Road 
(with the exception of accounts No. 2, ‘Land’ and No. 47, ‘Unapplied construction 
material and supplies’), and their proportions of general overhead accounts No. 
71 to No. 77, inclusive, are classed as depreciable accounts. For the purpose of 
the group plan of depreciation accounting, the depreciable accounts may be 
grouped according to the nature of the properties included therein.” 


QUOTATION FROM UNIFORM CLASSIFICATION OF ACCOUNTS FOR CLASS I COMMON 
CARRIERS BY RAILWAY AS PRESCRIBED BY THE BOARD OF TRANSPORT COMMIS- 
SIONERS FOR CANADA, EFFECTIVE JANUARY 1, 1956 


Reference: Page 35 


Index of accounts (property accounts) 
I. Road: 


Page 
1. I a itis taeincanccemmamaiaaion i acl dei a a hea 43 
> FEMIIED 555s stereos cath tahiediatasscliie an ditly Talgdeniatecanaenie eamaeteiaint aaa ae 44 
ae; ORDOP VISC-OT-WOer CXOOREITUIOR. 5 a5 a ceindencnscnbeeeeneae 45 
is SRN cinta eects bee bidiennidheenaeitietkoice 45 
S-Ni cachet ls aga a cect ere 45 
BERT BN Oe isso esis ess ie nee eee 46 
ea Elevated structures___..._______ i alta ia ls ela a = 46 
8. I cruciin cnaicsich aint eilecsisiact dell Stull each = ihe diem ema ee a ai aa 46 
9. Po a es esos abuso mace arenes hace en ade 47 
10. COGS GACH: SARE OETA vn iisnksdttas date i eked de asenaobas 48 
EL. ON tiga as tcc tales ah gecesi he aa acon eee eaten antes 48 
ie: PE Sara urna CRT DC ae hc cena eencaenneaane 49 
13. FORCE: SROWSRGES: GA MINUS. Boon a ie cee eke 50 
16. Station Ait Giece ware no Po ees 50 
1614. Station and office movable equipment______.-_________----_---_ 51 
17. * Ry er cain on ena eh le eee 51 
18. TO een scot cascdnice sm aus ucidk damaseesaiaignadaea eee 52 
19. Fuel stations_ a a i aa oa ae 52 
20. Shops and enginehouses______-________ siecle Saja ono alent octtleoe aenemeaD Be 
Ss” © IPN CEN OI cc a ee ee 54 
22. my War te nin ren er ee ee 54 
Za. re nn eee attrac ee ae oie 54 
2: Communicatio€n sya. a eee 55 
Ti: ON IG aay a aor ne cece nae le an gee eel 56 
20: WOW eo a a pace eee 5 
Si. Pewee team Getee....3s ee. eee 58 
35. Ce I son Sictadey tireincndic dase een aor ce os en ee een 59 
Tee; TCO ai i ee seen eee 59 
38. TEOGOWAy CUNT, WRI oo creo ade 60 
39. eae Ts i crew keaeneeene 60 
40. Tree FOVGRne rarie COUnUrTUrtION. eee 61 
43. OERST  GRPORETEUT ORTON se he i tm emeninnl 61 


47. Unapplied construction material and supplies__.___._._--------~-- 62 
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QUOTATION FROM UNIFORM CLASSIFICATION OF ACCOUNTS FOR CLASS I COMMON 
CARRIERS BY RAILWAY AS PRESCRIBED BY THE BOARD OF TRANSPORT COMMISSIONERS 
FOR CANADA, EFFECTIVE JANUARY 1, 1956—continued 


Reference: Page 35 


Index of accounts (property accounts )—Continued 





II. Equipment : Pax 
51. ENN TUROTINOIW TING 2 is ce ce ei Sa es cies pseu 62 
52. Pn CURRIN a a ge ee 62 
ie a eR ONE WON es i ) a ih ht ah ina edb «. 63 
Deo reread Url CAIG oes bei edie timed Jee a 63 
DA. CN AGI Od oils a ed es es eh ad ek ee ee 63 
56. TIN i i a Eg rr Ba i ae i 64 
57. rete IRS os tet te ck oe ai ieee lanes 64 
58. ene INL ION SS a ee eo ea her ans oils beacidaiaeeabapes 65 
59. Set IID hss ocurred 2 teehee Seat oe gaaaeee 65 
60. OSI TCI COT 5 nen ts nk se be haemiawed 66 

III. General expenditures: 
71. Organization expenses______-____ Sa ee ata 67 
72. reer) Gaeere Gill MOTE es. to esi ce wcesee 67 
73. I ca res 6 Pat ers Bit i Oe ents Bae aera 6S 
74. Stationery__..--_- Hees J 2 5c eh a a a a a lesa 638 
75. INR Ee Bi ek eo eR tens ee Be oe a pet eet oe oem 69 
76 leterest urine construction co. 36 ek be ee ee pata bo 
a4 Otier eipenditures—ieeerehs 6s 5 os ec cence 6Y 


DeEscRIPTION OF Costs To BE CHARGED TO PRoPeRTY Account No. 3, GRADING 


QUOTATION FROM UNIFORM SYSTEM OF ACCOUNTS FOR RAILROAD COMPANIES PRESCRIBED 
BY THE INTERSTATE COMMERCE COMMISSION, EFFECTIVE, AS REVISED, JANUARY 1 
1957 

Reference: Page 21 
3. Grading 
This account shall include the cost of clearing and grading the roadway, and 
of constructing protection for the roadway, tracks, embankments, and cuts. 
When a part of a bridge or trestle, or the entire structure, is converted by fill 
ing into an earth embankment, and the bridge is used in lieu of a temporary 
trestle for the purpose of filling, the estimated cost of such temporary trestle 
shall be included in the cost of the filling, and charged to this account. (See 
note A, under account No. 6, “Bridges, trestles, and culverts.” ) 

When a tunnel is converted into an open cut, the cost of clearing, grubbing 
and exeavating shall be included in this account. 


Details of roadbed and items of expense 


(See general instructions, sec. 13) 


Advertising for contractors’ bids _ Grading outfits 

Berm ditches Grubbing land 

Blasting Material taken from borrow pits 
Breakwaters New channels for streams 
Bulkheading Operation of steam shovels 

Clearing land Payments for privilege of wasting ma 
Cribbing terial on the property of others 


Dikes (including those of earthen con- Payments for waste banks off the right- 
struction which are intended to func- of-way 


tion indefinitely ) Retaining walls 

Ditches (not required by right-of-way Revetments 
agreement ) Riprap 

Dressing slopes Spoil banks 

Excavation for conversion of tunnels in- Temporary trestling for fills 
to open cuts Tools for grading 

Filling bridges, trestles, and culverts Wing dams 


(As amended September 30, 1940, effective January 1, 1941, and October 27, 1948 
effective January 1, 1949) 


Reference : General Instruction No. 13; pages 18 and 18A. 
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13. Interpretation of item lists 

Lists of items, details, ete., have been given as a part of this cassifica- 
tion for the purpose of clearly indicating the application of the accounting rules 
in specific cases. The lists in every case are to be considered as merely repre- 
sentative, and not as excluding from any account analogous items which hap- 
pen to be omitted from the list appended. On the other hand, the appearance 
of an item in a list warrants the inclusion of the item in the account concerned 
only when the text of the account also indicates inclusion, inasmuch as the same 
item frequently appears in more than one list. The item of boilers, for ex- 
ample, will be found under accounts Nos. 18, 27, 37, 44, and 45, and the proper 
charge in any one instance must be determined by the text of the account. 


QUOTATION FROM UNIFORM CLASSIFICATION O} 
CARRIERS BY RAILWAY AS PRESCRIBED BY THI 
FOR CANADA, EFFECTIVE JANUARY 1, 


ACCOUNTS 
BOARD OF 


FOR CLASS I COMMON 
rRANSPORT COMMISSIONERS 


1956 


Reference: Page 45 

3. Grading 

This account shall include the cost of clearing and grading the roadway and 
of constructing protection for the roadway, tracks, embankment, and cuts. 

When a part of a bridge or trestle, or the entire structure is converted, by 
filling, into an earth embankment, and the bridge is used in lieu of a temporary 
trestle for the purpose of filling, the estimated cost of such temporary trestle shall 
be included in the cost of the filling, and charge to this account. (See note A, 
under account No. 6, “Bridges and culverts.” ) 

When a tunnel is converted into an open cut, the cost of clearing, grubbing, and 
excavating shall be included in this account. 


Details of roadbed and items of expense 


(See general instructions, sec. 4) 


Advertising for contractors’ bids 
Berm ditches 


Grading outfits 
Grubbing land 


Blasting 

Breakwaters 

Bulkheading 

Clearing land 

Cribbing 

bikes (inelnding those of earthen con- 
struction which are intended to funce- 
tion indefinitely ) 

Ditches (not required by right-of-way 
agreement) 
Dressing slopes 
Excavation for 
into open cuts 
Filling bridges 


eonversion of tunnels 


trestles, and culverts 


Material taken from borrow pits 

New channels for streams 

Operation of steam shovels 

Payments for privilege of wasting ma- 
terial on the property of others 

Payments for waste banks off the right- 
of-way 

Retaining walls 

Revetments 

Riprap 

Spoil banks 

Temporary trestling for fills 

Tools for grading 

Wing dams 


Reference : General instruction No. 4; page 7 

;. Interpretation of item lists 

Lists of items have been given as part of the text of the property accounts, 
the revenue accounts, and the expense accounts to indicate the application of 
the accounting rules in specific cases. The lists in every case are to be con- 
sidered as merely representative, and excluding from any account 
analogous items which happen to be omitted from the list: On the other hand, 
the appearance of an item in a list warrants the inclusion of the item in the 
account only when the text of the account also indicates inclusion, since the 
same item frequently appears in more than one list. 


not as 
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APPENDIX C 





CANADIAN NATIONAL RAILWAYS ANNUAL Report, 1956 


Consolidated Balance Sheet at December 31, 1956 


ASSETS 

Current assets: 
Cash on hand and on deposit____-____------~- $27, 306, 239 
Temporary cash investments____--__-_--_-_- 6, 383, 508 
as Serene. oe es i Ss 66, 554, 827 
ee aes eI 92, 203, 241 


wiper Covent assets... 2. 


oe 7, SS6, 962 
Insurance fund mae 
Property investment: 
Investments in affiliated companies not consolidated_____~- 

WR occas Seeker: 893, 914, 710 


IR i ue aussiccak ~dbissdicoteaead 1, 114, 829, 232 
Other physical properties__.___-__.-_--___-~~ 84, 667, 934 

Total, property investment____.--______-_- 8, 093, 411, 876 
Less recorded depreciation SAU Ke ead 461, 123, 008 


Other assets and deferred charges: 


are RMOIIIRES St ee ee ee ed. 1, 688, 516 
I a i ee ee od 3, 155, 415 
Unamortized discount on long-term debt-_--_ 5, 562, 144 
Ober Gererrad cChereiis 633s ices 17, 954, 168 


Total, assets 


Current liabilities: 


Accounts payable a ee aad a a ag $83, 454, 578 
Accrued charges al 13, 279, 049 
Other current liabilities_____ et cae 2, 584, 222 
Dividend payable to Gover nment of Canada __- 26, O76, 951 


Provision for insurance ; Sor ee 
Other liabilities and defe ‘red eredits 
Long-term debt: 
Bonds, debentures and equipment obligaitons__ $819, 569, 512 
Government of Canada loans and debentures__ 3538, 664, 828 


SHAREHOLDERS’ EQUITY 
Government of Canada: 
6,000,000 shares of no par value capital stock 


of Canadian National Ry. Co____- _..... $396, 518, 135 
838,603,203 shares of 4 percent preferred stock 
of Canadian National Ry. Co___-_- 3 R38, 603, 203 


‘apital investment of Government of C ang ida 
in the Canadian Government railways Se 881, 149, 628 


1, 616, 270, 966 
Capital stock of subsidiary companies owned by 
public — 4, 508, 670 


Notre.—The notes appearing on p. 28 are an integral part of this balar 


R. D. ARMSTRONG, 


$200, 334, 777 
15, 000, 000 


87, 055, 


28, 360, 





28, 630. 





ann 
287 


- 2, 682, 288, 873 


243 


. 2, 963, 039, 180 


25, 394, 800 
15, 000, 000 


104 


1, 173, 234, 340 


1, 620, 779, 636 


v6 ‘ 
2, 963, 039, 


ice sheet. 


180 


Comptroller. 
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AUDITORS’ REPORT 


To the Honorable the Minister of Transport, Ottaiwa, Canada. 

We have examined books and accounts of the Canadian National Railway sys- 
tem for the year ended December 31, 1956. Our examination included a general 
review of the accounting procedures and such tests of the accounting records and 
other supporting evidence as we considered necessary in the circumstances. 

In our opinion the above-consolidated balance sheet and the related consoli- 
dated income statement are prepared on a basis consistent with that of the 
preceding year except for the changes in accounting policies described in notes 
1 and 2 which we approve, and subject to the position with regard to depreciation 
accruing prior to the adoption of depreciation accounting referred to in note 1, 
are properly drawn up so as to give a true and fair view of the state of the sys- 
tem’s affairs at December 31, 1956, and of the results of operations for the year 
according to the best of our information and the explanations given to us and 
as shown by the books of the system. 

We further report that in our opinon proper books of account have been kept 
by the system and the transactions of the system that have come under our 
notice have been within the powers of the system. 

We are also submitting a supplementary explanatory report. 


GreorceE A. ToucHe & Co., 
Chartered Accountants. 
Marcu 1, 1957. 


NOTES TO CONSOLIDATED FINANCIAL STATEMENTS AT DECEMBER 31, 1956 
Note 1. Property investment 

Depreciation on Canadian lines: Whereas in prior years replacement accounting was 
applied to track structures and retirement accounting to road structures and certain 
other fixed properties, depreciation accounting has been applied to all physical property 
except fixed land from January 1, 1956, including equipment and hotel property in respect of 
which depreciation accounting was adopted in 1940 and 1954, respectively. The rates used 
are based on the estimated service life of the properties without allowances for depreciation 
which was not recorded in prior years under the replacement and retirement accounting 
principles then in force. The full adoption of the depreciation principle in accounting for 
yroperty had no material effect on the net operating results for the year 1956 and it would 
fave had no material effect on the net operating results for the year 1955. The change in 
principle was made pursuant to the adoption of the uniform classification of accounts 
prescribed by the Board of Transport Commissioners for Canada and the depreciation rates 
have been approved by the Board. 

Depreciation on United States lines: The policy of applying replacement accounting for 
track and depreciation accounting for equipment and other physical property except land 
has been continued. The principles of accounting for these operations are prescribed by 
the Interstate Commerce Commission and the rates have been approved by that body. 

Book values and recorded depreciation: During the year adjustments totaling $173,- 
302.045 were made increasing the book values of properties and equipment with a corre- 
sponding increase in recorded depreciation to record amounts not included in these accounts 
under previous accounting policies. Without making a physical appraisal it is not feasible 
to determine the amount of depreciation accruing prior to the adoption of depreciation 
accounting; the foregoing adjustments have the effect of providing in part for such 
depreciation. 

Additions since January 1, 1923, have been recorded at cost and properties and equip- 
ment brought into the system at January 1, 1923, are included at the values appearing in 
the books of the several railways now comprising the system to the extent that they have 
not been retired or replaced. 


Note 2. Income statement and statistics 

In accordance with the requirements of the uniform classification of accounts adopted in 
1956 the operating results of the company’s electric lines and cartage and transport services 
are classified according to the respective revenue and expense accounts of the rail opera- 
tions. Previously the results of these operations had been included in a net amount as 
income from separately operated properties, but for comparative purposes the revenues and 
expenses for 1955 have been classified in the financial statements in the same manner as in 
1956. This reclassification has had no effect on the net operating results of either year. 
The 1955 data appearing in the statistical statements have not been adjusted because the 
comparability is not materially affected, 


Note 3. Income tagves 


3y reason of losses in prior years which may be carried forward for income-tax purposes 
no provision is required for income taxes in respect of the current year’s earnings 


Note 4. Capital stock 


The capital stock of the Canadian National Railway Co. (other than the 4 percent pre- 
ferred stock) and the capital investment of Her Majesty in the Canadian Government 
Railways are included in the net debt of Canada and are disclosed in the historical record 
of Government assistance to railways as shown in the publie accounts of Canada. 


Note 5. Pension trust fund 


During 1956 the funds which had been accumulated in respect of pension liabilities were 
transferred to a _pension trust fund. These funds, which amounted to $153.550.588 at 
December 31, 1956, represent provisions for pensions in force under the 1935 plan but 
not for pensions granted under prior plans or for increased benefits granted to employees 
who were contributors under the 1935 plan and who retired on pension prior to January 
1, 1952. Consistent with its established practice the railway has made no transfer or 
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allocation of funds for pensions conditionally accruing in respect of employees now in 
service. 
Note 6. Commitmént to Chicago 4 Western Indiana Railroad Co. 

Pursuant to a joint supplemental lease dated May 1, 1952, the Grand Trunk Western 
Railroad Co. and 4 other proprietory-tenant companies are obligated to pay, as rental, 
sinking fund payments sufficient to retire bonds at maturity and interest as it falls due 
with respect to first collateral trust mortgage 4% percent sinking fund bond series A 
due May 1, 1982. The Grand Trunk Western’s proportion is one-fifth in the absence of 


default of any of the other tenant companies. The bonds outstanding at December 31, 
1956, total $58,183.000. 


Note 7. Major guaranties 


(a) The Grand Trunk Western Railroad Co. is jointly and severally liable as guarantor 
of principal, interest, and sinking fund payments with respect to $3 million first mortgage 
3% percent 30-year series A bonds, due December 1, 1982, of the Detroit & Toledo Shore 
Line Railroad Co. 

(b) The Grand Trunk Western Railroad Co. is severally liable as guarantor to the extent 
of 9.68 percent of the interest with respect to $6 million first mortgage 41% percent 50-year 
gold bonds due 1957 of the Toledo Terminal Railroad Co. 


Consolidated income statement 


1955 
1956 (restated, 
see note 2) 


Railway operating revenues: 


Freight services $631, 880, 409 $556, 696, 445 
Passenger services 56, 397, 814 54, 359, 241 
Express ; _ 43, 269, 566 38, 907, 456 
Communications 19, 881, 534 18, 490, 382 
All other - i ‘ 23, 371, 324 20, 816, 264 

Total operating revenues 774, 800, 647 689, 269, 788 


Railway operating expenses 











Road maintenance 140, , 408 125, 747, 916 
Equipment maintenance 14: , 485 130, 598, 213 
Traffic : 13, , 595 12, 484, 759 
Transportation 346, 127, 246 308, 628, 264 
Miscellaneous operations 7, 201, 150 6, 754, 938 
General - - 53, 902, 678 51, 108, 794 
Total operating expenst 703, 303, 562 635, 322, 884 
Net revenue from railway operations as . ahs 71, 497, 085 53, 046, 904 
Taxes and rents: 
Rail y tax accruals 14, 733, 987 14, 274, 047 
E nt rents—net debit 9, 758, 278 3, 304, 365 
Joint facility rents—net debi 213, 010 210, 234 
Total taxes and rents Be. 24, 705, 275 17, 789, 54f 
Net railw iy operating income ‘ 46, 791, 810 36, 157, 358 
Other income: 
ncome from lease of road 45, 362 49, 520 
Miscellaneous rent income ; 1, 649, 726 1, 543, 883 
Income from nontran portation properties 1, 921, 301 1, 536, 998 
Hotel income 1, 629, 836 1, 669, 533 
Income from separately operated properties 595, 590 608, 438 
Dividend income 361, 666 404, 163 
Interest income “ 2, 754, 680 2, 533, 910 
Miscellaneous income 3, 318, 771 735, 449 
Profit and loss—net credit ; 236, 232 243, 034 
Total other income ‘ 12, 513, 164 9, 324, 928 
Deductions from income 
Miscellaneous rents 689, 886 
Miscellaneous income charges 999, 583 
Total deductions from income aS oleae ‘ WG arbink si 1, 445, 032 1, 689, 469 
Net income available for fixed charges ; Z. 57, 859, 942 43, 792, 817 
Fixed charges: 
Rent for leased roads \ ? 476, 054 480, 663 
Interest on bonds, debentures and equipment obligations 26, 472, 551 30, 653, 112 
Interest on Government loans 2 3, 786, 009 651, 180 
Interest on other debt_- ‘ 312, 302 431, 064 
Amortization of discount on bonds 7 736, 075 859, 109 
Total fixed charges ! i ssigignlt tesa 31, 782, 991 33, 075, 128 


Surplus-._- ace atte a ieee she ee ae glade ace ele are wali ead lek teas : 26, 076, 951 10, 717, 689 


j 
j 
j 
| 
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Property investment statement 


Property investment at Dec. 31, 2060.02.25 5 i ee --. $2, 757, 290, 868 
Additions to record amounts not included in this account under 
previous accounting policies, as described in note 1 ae 173, 302, 045 


2, 930, 592, 913 
“apital expenditures in 1956: 





Roadway improvements_____ $50, 580, 814 
Large terminals____- =m D, 748, 301 
Communications facilities 8, 036, 319 
Roadway buildings_____ ot! 3, 397, 021 
Yard tracks and sidings. ___- 4, 030, 830 
Roadway and shop machin- 

ery = ae " 4, 526, 736 
OS ae SE 1, 441, 781 
Highway crossing protection 278, 588 
Line diversions sd 160, TOT 
Other facilities Sess 2, 586, 528 

Total wi 80, 787, 625 
Branch lines__- ol Le 9, 839, 947 
Hotels_____ , G, 471, 22% 

eso Bei ieaicneeccs Sanrrencs . 97,098, 800 


Equipment and vessels____-__ 106, 201, 270 





(a $203, 300, 070 
Deduction in respect of property retirements 
SR ii binds wee ee 41, 716, 455 
161, 583, 615 
Government of Canada expenditure on Cana- 


dian Government Railways__....__________~_- 1, 235, 348 
—— —_— 162, 815, 963 
Property investment at Dee. 31; 106062. 2326. ee a ee 3, 093, 411, 876 
Recorded depreciation statement 
Recorded depreciation at Dec. 31, 1955_.._.__________~_ $248, 160, 824 
Additions to record amounts not included in this account under 
previous accounting policies, as described in note 1 ee SS 173, 302, 045 
Total depreciation, 1955__.________-_-- i 2 $21, 462, 869 
Add—Provision for depreciation for the year: 
Road maintenance: Road property depre- 
ciation oe tp iL oar $32, 451, 406 
Equipment maintenance: 
Rolling stock and vessel depreciation__ 29, 026, 517 
Other equipment and machinery depre- 
ciation____ ee eS ee 1, 529, 783 
Other physical properties_- ea ieccul as 843, 366 
Total provision for depreciation for year_______--------- 63, 851, 072 
Total depreciation; .200G io a ec eeeeene 485, 313, 941 
Deduct—charges in respect of property retirements______--~- 24, 190, 938 


Recorded depreciation at Dee. 31, 1956____ 461, 123, 008 
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Income account 


nn Pan a ee al dba eee $505, 262, 393 
eA NN OS 0 ee aes 463, 926, 566 

Net earnings... =. ..... i a el I Ne dt 41, 335, 827 
wauuer come... ............. Sa ata ea ee ee mg ea ee, Be eB aes 30, 034, 463 
sin ee lente he casing TRE Te, oa 71, 370, 290 
ssi: ecg eee a a cacao a 15, 752, 302 





I 
Fixed charges____- 
ee NN iiss sic Sa ct os elliaoeicapealelieieednltictenae las 55, 617, 988 
Dividends: 
ee RE co tanegnwaiicsnsaligie nani eure $3, 079, 820 
GR BURRa = 5 oi oot Ee ees 24, 379, 013 








ang Ss ee a FNS So eee 7, 458, 833 

Balance transferred to retained income account___-_-- nLite 159, 155 
Retained income account 

Peont logs betance: Dec. 81. 1960 = oe ok sn nck damn nteen $314, 929, 852 


EE EEE: JOC: D8: AOON cc aneantadinidheninnws mawabink bees 101, 685, 263 


Retained income (balance), Jan. 1, 1956______-__--------- 4 416, 615, 115 
Balance of income account: For the year ended 
BOE Se ei a ee ees $28, 159, 155 
Net proceeds from sales of lands and townsites___~_ 6, 473, 631 


Excess of considerations received: For sales of 
properties over book values, and miscellaneous 
SI cess che es cada cca cai baer a ee 1, 731, 968 





We See Se eed 36, 364, 754 





Retained income (balance): Dec. 31, 1956, as per balance 
Nc i a a re aE a a ie eee 452, 979, 869 


Express traffic volume was higher and some rates were increased. Expenses 
rose also, chiefly as a result of increases in wage rates. The net earnings of your 
express company, carried to railway earnings as compensation for the carriage 
of express traffic, were up 7 percent. 

Railway expenses amounted to $464 million, an increase of $53 million. The 
rise resulted from the expansion in traffic volume, from increases in wage rates, 
which added $12.7 million to expenses, and increases in material prices, which 
added $3.5 million. 

Higher charges to maintenance accounted for almost half of the increase in 
total expenses, road maintenance expenses having increased by 20 percent and 
equipment maintenance expenses by 12 percent. 

Road maintenance expenses have heretofore included the cost of replacing 
ties, rails and other track elements. Capital account is now charged with the 
replacement of these elements and maintenance is charged with depreciation ac- 
cruals to provide for the annual loss in service value. Such accruals totaled 
$17.6 million for the year. 

Equipment maintenance included the general repair of 424 steam locomotives, 
periodic repair of 321 diesel-electric units, the heavy repair of 35,855 freight cars, 
and the general repair of 639 passenger cars. Locomotive repair expense was 
higher as more diesel units came due for more extensive overhaul and a greater 
number of steam units was repaired to assist in handling the increase in traffic 
volume. 

Transportation expenses increased by 9 percent, compared with an increase 
of 13 percent in transportation service gross tou-miles. The ratio of transporta 
tion expenses to railway revenue, at 37.6 percent, again showed a decrease and 
was at its lowest point since 1945. About two-thirds of the total increase in gross 
ton-miles in freight service was handled by diesel power. Although it was neces- 
sary to use the less efficient steam power for the remainder, gross ton-miles per 
freight train hour increased from 34,421 to 36,136, continuing the trend of the pre- 
vious 6 years. The proportion of total transportation work performed by diesel 
power in the year averaged 48 percent in freight service, 72 percent in passenger 
service and 68 percent in yard service. 
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RATIO OF 
TRANSPORTATION EXPENSES 
TO RAILWAY REVENUE 





1947 46 49 SO Si SZ SS S4 35 36 


9 


FIXED CHARGES 


Fixed charges amounted to $15.8 million, a decrease of $437,000. The reduc- 
tion resulted principally from the conversion into ordinary capital stock of some 
of the outstanding collateral trust bonds and the redemption of equipment trust 
certificates, 

NET INCOME AND DIVIDENDS 


Net income after fixed charges amounted to $55.6 million, $6.9 million above 
that of 1955 restated on a comparable basis. After provision for dividends on 
preference stock, earnings available for dividends on ordinary stoek and for 
reinvestment amounted to $52.5 million. This was equal to $3.76 per share on 
13,949,169 shares of ordinary stock outstanding at the end of the year, compared 
with $3.28 per share on 15,878,173 shares at the end of 1955. 

Dividends were declared on preference stock at the same rate as in 1955, com- 
prising 2 percent paid August 1, 1956, and 2 percent paid February 1, 1957. 
Ordinary stock dividends amounted to $1.75 per share comprising a regular 
dividend of 75 cents paid August 1, 1956, and a regular dividend of 75 cents and 
an extra dividend of 25 cents paid February 28, 1957. 


LAND TRANSACTIONS 


The results of sales of lands and townsites are now accounted for as an item 
in retained income account, instead of through land surplus account as in former 
years. The net proceeds from sales in 1956 amounted to $6.5 million, an increase 
of $1.8 million. Sales included 10,476 acres of farm lands and 24,083 acres of 
timber lands. Contracts involving 7,278 acres of land sold in prior years were 
canceled 


BALANCE SHEE 


As of January 1, 1956, concurrently with the adoption of depreciation account- 
ing for track elements in accordance with the new uniform classification of 
accounts, investiment in ties, rails and other track elements was restated to the 
cost of property in service. The excess of this cost over the recorded investment 
was credited to depreciation reserves. Previously. renewals of track elements 
had been charged to expenses, thereby perpetuating recorded investment at the 


+ 


cost of the property when first installed 
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General balance sheet, Dec. 


ASSETS 
Property investment : 
Road and equipment 
Improvements on leased property _ cate 
Securities—leased railway companies___- 
Steamships-__- ake 
Hotel, communic ation, and miscellaneous 
properties 


Other investments : 
Securities—controlled companies_ 
Miscellaneous investments__- oe 
Advances to controlled and other ‘companies 
Mortgages collectible and advances to 

settlers Seigler ales 
Deferred payments on li ands and tow nsites 
Unsold lands and other properties____- 
Insurance fund 


—— assets : 
Cash_ Samia Sake eee 
Temporary « “ash inv estments_ 
Special deposits 
Agents’ and conductors’ balances. 
Miscellaneous accounts receivable_ 
Material and supplies___________ 
Unadjusted debits : 
Insurance prepaid_. 
Unamortized discount on n bonds_ 
Other unadjusted debits 


Metekiedisacns 


LIABILITIES 
Funded debt_ 


Perpetual 4 percent consolidated debenture stock 


Less: Pledged as collateral to bonds. A 

Current liabilities : 
Pagrois.w nce 
Audited vouchers 
Net traffic balances 
Miscellaneous accounts pay: able_ 
Accrued fixed charges 
Dividends payable 
Taxes accrued 
Other current liabilities 


Deferred liabilities 

Reserves and unadjusted credits : 
Depreciation reserves 
Investment reserves__ 
Insurance reserve 
Contingent reserves 
Tax equalization reserve 
Unadjusted credits 


31, 1956 


MOITATS $1, 612, 809, 458 


215, 855, 014 
93, 2038, 654 
89, 989, 721 

120, 109, 276 


86, 213, 286 
34, 254, 256 
4, 965, 306 


1, 136, 254 
ae 652 

919, 308 
13 188, 540 


41, 828, 250 
82, 500, 158 

4, 875, 132 
26, 097, 376 
25, 428, 664 
44, 277, 659 








109, 420 
3, 601, 493 
4, 390, O84 


$415, 775, 988 
123, 227, 100 


9, 902, 094 
22, 825, 356 
3, 007, 377 
18, 339, 276 
1, 193, 777 
15, 906, 420 
15, 016, 691 
24, 735, 702 


853, 226, 950 
770, 201 

13, 188, 540 
4, 118, 419 
20, 350, 000 
7, 594, 514 





$2, 131, 967, 1 


151, 


99 
ord, 


8, 


>. 


516, 


$156, 


292 


110, 
a 


a 


903, 60% 


007, 239 


100, 997 


978, 971 


O85, OOM 


2, 548, 888 


926, 692 
O89, 52: 


248, 6.4 
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General balance sheet, Dec. 31, 1956—Continued 


LIABILITIES—continued 
Shareholders’ equity : 


Ordinary stock ma ; 348, 729, 225 
Preference stock—4 percent noncumulative 137, 256, 921 
Premium on capital and debenture stock_____ 37, 222, 399 
Donations and erate. oi) ee 78, 891, 819 
Retained income (balance) —___- ili | iE See eee 
1, 055, 080, 233 
Total__ eae ss ee haciacies epee 





S. J. W. Lippy, Comptroller. 
See table below for list of adjustments made as of January 1, 1956. 
To the Shareholders, Canadian Pacific Railway Co.: 


We have examined the above general balance sheet of the Canadian Pacifie Rail- 
way Co, as at December 31, 1956, and the related financial statements, and have 
obtained all the information and explanations we have required. Our examina- 
tion included such tests of accounting records and other supporting evidence and 
such other procedures as we considered necessary in the circumstances. 

In our opinion the general balance sheet and related financial statements are 
properly drawn up so as to present fairly the financial position of the Canadian 
Pacific Railway Co. at December 31, 1956, and the results of its operations for 
the year then ended, according to the best of our information and the explana- 
tions given to us and as shown by the books of the company. 


MONTREAL, March 8, 1957. Prick WATERHOUSE & Co., Chartered Accounts. 


Adjustments made to general balance sheet accounts effective Jan. 1, 1956, in con- 


formity with the uniform classification of accounts of the Board of Transport 
Commissioners for Canada 


Increase or (decrease) 


Assets Liabilities 
(1) Investment in track elements, heretofore recorded at cost of property 
when first installed, restated to cost of property in service by increase 
in: 
Road and equipment : : $121, 863, 809 | 
Improvements on leased property 91, 924, 510 


With corresponding increase in: Depreciation reserves ! 


: $213, 788, 319 
Amount of donations and grants, formerly deducted from: 


Road and equipment 66, 743, 161 
Improvements on leased property 12, 055, 849 

Now transferred to a separate account 
Donations and grants 7 


78, 799, 010 
3) Investment in leased electric lines, formerly included under other 
investments in 
Stocks and bonds—controlled companies (2, 743, 527) 
Advances to controlled and other companies (3, 089, 623) 
Now classified as railway investment and transferred to 
Securities—leased railway companies 2, 743, 527 
Improvements on leased property 4, 033, 733 
Depreciation reserve ! 
Donations and grants 
(4) Investment in Great Lakes steamships, formerly classified as railway 
investment and included in 


708, 374 
235, 736 


Road and equipment (1, 130, 808) 
Now classified as nonrailway investment and transferred to 
Steamships 1, 130, 808 


(45) Balance at Dec. 31, 1955 of: 
Land surplus 
Profit and loss 
Combined in a new account 
Retained income 416, 615, 115 


(101, 685, 263) 
(314, 929, 852) 


Net increase in balance sheet totals 293, 531, 439 293, 531, 439 


! Concurrent with adoption of depreciation accounting for track 
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APPENDIX D 


QuoTATIONS RE REPLACEMENT ACCOUNTING REPORT TO BOARD OF TRANSPORT CoM- 
MISSIONERS FOR CANADA BY RIDDELL, STEAD, GRAHAM & HUTICHINSON, CHARTERED 
ACCOUNTANTS, REePporT DATED DECEMBER 5, 1952 


Page 1 

“The question of the inclusion in current operating expenses of the most ap- 
propriate annual charge for the cost of property and equipment devoted to the 
rendering of transportation service is one of paramount importance in the con- 
sideration of any system of accounts to be adopted by the Canadian Railways.” 
Page 1 

“We might say at the outset that a governing factor in our approach to this 
problem has been that the accounts should reflect, insofar as it is possible, the 
most accurate measure of economic performance for any one fiscal year, with the 
effect of managerial decisions as to project timing minimized insofar as this 
can be accomplished. Our aim is to recommend a system of accounts that best 
attains this objective.” 

Pages 5 and 6 

“However, the defects of replacement and renewal accounting are several 
and formidable. These defects are, in our opinion, as follows: 

“(a) Insofar as the original plant is concerned current operations bear no 
part of the first cost of such assets. 

“(b) Renewal accounting involves the making of a distinction between the 
renewal of any particular piece of property or equipment and the making of an 
improvement thereto. This becomes an exceedingly difficult question to de- 
termine by objective criteria, outside the area of decision on the part of the 
management. It is not the history of the present industrial age to replace like 
with like, but rather the outworn piece of equipment or property is replaced 
by one containing all the technological improvements which have been developed 
in the interim between the initial acquisition and its replacement, 

“(c¢c) Renewal accounting suffers from all the defects outlined under retire- 
ment accounting insofar as the sensitivity of operational results to managerial 
decisions of timing of replacements. Any one particular year or even a period 
of years over a short cycle are controllable, largely by managerial decisions as 
to whether to replace or not to replace, and depicted results which encompass 
such forces will not be truly reflective of performances or revenue needs with- 
out further detailed analysis.” 

Page 19 

“We recommend that depreciation accounting be applied to all categories of 
the investment in road property with the exception of (1) land and (4) inven 
tories of construction materials and small tools. The basie difference in this 
recommendation with the practice of the Interstate Commerce Commission and 
that presently adopted by the Canadian Pacific Railway Co., is the application of 
depreciation accounting to the investment in railway track encompassed in pri- 
mary account numbers 3, 8, 9, 10, 11, and 12 and the applicable proportion of 
general overhead accounts. Our reasons for recommending that depreciation ac- 
counting be applied to the investment in railway track are twofold. The first 
reason is that depreciation of railway track occurs and, in our opinion, there 
is just as great an economic necessity to make provision, through depreciation 
charges, for the amortization of the investment in track as there is for the in- 
vestment in other categories of depreciable property. The second and control- 
ling reason is that, in our opinion, the application of depreciation accounting 
to the investment in the railway track and the concurrent charging of the cost 
of the replacement track to the investment account and the elimination of the 
cost of track taken out of service against the depreciation reserve will reflect, 
more accurately, the true operating results of the separate fiscal periods. The 
expenditures presently incorporated in maintenance accounts in respect of ties, 
rails, other track material, ballast, track laying, and surfacing represent a sub 
stantial proportion of the entire maintenance expenses.” 


Al 


in; 
or 
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APPENDIX E 
INTERSTATE COMMERCE COMMISSION 
ORDER 


At a Session of the Interstate Commerce Commission, Division 1, Held at Its 
Office in Washington, D. C., on the 29th Day of June 1942 


The matter of modifying the Classification of Income, Profit and Loss, and 
General Balance Sheet Accounts for Steam Roads, being under consideration, 
the Commission orders : 

1. That the following account be amended as follows: 


“Account 774. Maintenance reserves: 


“(a) By the cancellation of the number and title of this account and the 
substitution of the following therefor: 

“7734, ‘Equalization reserves.’ 

“(b) By the elimination from the second sentence of the text of the fol- 
lowing words: 

“With the exception of reserves provided in anticipation of heavy or extra- 
ordinary repairs to equipment 

“(c) By the elimination of Notes A and B.” 

2. That the following numbers, titles, texts, and notes of additional accounts 
be prescribed : 
“(a) 704%. Maintenance funds: 

“This account shall be charged with the amounts of cash on special 
deposit and the cost of United States Treasury Securities that have been 
set aside to be held by the accounting company’s treasurer until disbursed 
in settlement of charges incurred for deferred maintenance of way and struc- 
tures and equipment due to priorities of material and supplies or shortage 
of labor, also charges incurred for major repairs to equipment that are 
usually made at intervals of several years. 

“Tt shall be credited with withdrawals therefrom as disbursements are 
made for the purposes for which the funds were set aside. 

“(b) 774. Maintenance reserves: 

“This account shall be credited with amounts systematically reserved by 
accruals to maintenance of way and structures and maintenance of equip- 
ment for deferred maintenance and major repairs to equipment in accord- 
ance with section 25 of special instructions for operating expenses in the 
Classification of Operating Revenues and Operating Expenses. 

“When the maintenance work for which provision was made has been per- 
formed, the cost of such repairs shall be charged, according to the nature 
of the repairs to the appropriate primary accounts under maintenance of 
way and structures and maintenace of equipment. Concurrently this ac- 
count shall be cleared to the extent that provision has been made herein 
for such repairs through the accounts originally charged therewith. 

“Nore.—To the extent that provision is made in this account for deferred 
maintenance and major repairs to equipment an amount of cash equal there- 
to shall be deposited in a special account or invested in United State Treas- 
ury Securities and included in account 70414, ‘Maintenance funds.’.” 

3. That this Order shall become effective on the First day of July 1942. 
By the Commission, Division 1. 


[SEAL] W. P. BartTeEL, Secretary. 
INTERSTATE COMMERCE COMMISSION 


ORDER 


At a Session of the Interstate Commerce Commission, Division 1, held at its 
office in Washington, D. C., on the 29th day of June 1942 


The matter of modifying the Classification of Operating Revenues and Operat- 
ing Expenses for Steam Roads, being under consideration, the Commission 
orders: 


1. That the Special Instructions for Operating Expenses be amended as follows: 


92361 57 15 
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“(a) Section 19. Equalization of maintenance expenses: 

“By the cancellation of the second sentence of the first paragraph and the 
substitution of the following therefor : 

“In case the carrier adopts a budget or estimate for all or a part of the 
calendar year of expenses includible in one or more primary maintenance 
accounts or for the general accounts, Maintenance of Way and Structures 
and Maintenance of Equipment, an equitable monthly proportion of the differ- 
ence between the budgeted or estimated expenses and the actual expenses 
chargeable each month may be debited or credited as appropriate to account 
280, “Equalization—Way and structures,” or account 338, ‘“Equalization— 
Equipment,” with contra entries in account 77314, “Equalization reserves.” 

“(b) By cancellation of the second paragraph and substitution of the following 
therefor : 

“Amounts included in account 77314, “Equalization reserves,” in accord- 
ance with the foregoing paragraph, shall be cleared therefrom at the close 
of each calendar year through the equalization accounts originally charged 
or credited. (See special instructions, Section 25. ) 

“(c) By the cancellation of the third paragraph thereof. 

“(d) By the addition of the following section : 

“Section 25. Deferred maintenance, and major repairs to equipment: 

“When so authorized by the Commission there may be included each month 

in account 268, “Deferred maintenance—Way and structures”; account 339, 
“Deferred maintenance—Equipment”; and account 340, “Major repairs 
Equipment”; an equitable proportion of the amount estimated as necessary 
to provide for the cost of repairs which the carrier finds it is unable to 
undertake or complete during any calendar year due to nonreceipt of material 
and supplies because of priorities regulations or due to adverse labor condi- 
tions; also to provide for major repairs to equipment that are usually made 
at intervals of several years. The amounts included in these accounts shall 
be concurrently credited to account 774, “Maintenance reserves.” The cost 
of such repairs when made shall be charged according to the repairs to the 
appropriate primary accounts under maintenance of way and structures and 
maintenance of equipment, and to the extent that provision has been made 
for such repairs, amounts included in account 774, “Maintenance reserves,” 
shall be cleared therefrom through the accounts originally charged. The 
earrier in its application to the Commission shall give full particulars con- 
cerning the nature of the repair work specifically provided for in this section, 
and an estimate by primary accounts of the cost of such repairs.” 

2. That the following accounts be amended as follows: 

Account 280. Equalization—Way and Structures. 

Account 338. Equalization—Hquipment. 

By the elimination from the texts of the reference to account 774, “Maintenance 
reserves” and the substitution of the following therefor: “773%. ‘Equalization 
reserves’.” 

3. That the following numbers, titles, texts, and notes of additional accounts be 
prescribed : 

(a) 268. Deferred maintenance—Way and structures. 

This account shall include the estimated cost of repairs to way and struc 
tures which cannot be made during the current year due to priorities for 
materials and supplies or shortage of labor. 

This account shall be credited with amounts cleared from account 774, 
“Maintenance reserves,” in accordance with the text of that account. (See 
special instructions section 25. ) 

(b) 839. Deferred maintenance—Equipment: 

This account shall include the estimated cost of repairs to equipment 
which cannot be made during the current year due to priorities for materials 
and supplies or shortage of labor. 

“This account shall be credited with amounts cleared from aceount 774, 
‘Maintenance reserves,’ in accordance with the text of that account. (See 
special instructions, section 25.)” 


, 


Nore.—Estimated costs of heavy or extraordinary repairs to equipment 
that are usually made at intervals of several years shall be charged to ae- 
count 340, “Major repairs-Equipment.” 
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(c) 840. Major repairs—Equipment: 

“This account shall be charged with the estimated cost of anticipated 
major repairs to equipment that are usually made at intervals of several 
years. 

“This account shall be credited with amounts cleared from account 774, 
‘Maintenance reserves’ in accordance with the text of that account. (See 
special instructions, section 25.)” 

4. That this Order shall become effective on the First of July 1942. 
By the Commission, Division 1. 


[SEAL] W. P. Barre, Secretary. 
APPENDIX F 


RAILROAD MAINTENANCE Stupy, INCLUDING (DISCUSSION ON DEFERRED CAPITAL 
EXPENDITURES) AND (STATEMENT OF “USE PERCENTAGES”) 1952 


Engineering Section of the Bureau of Valuation. This study has not been ex- 
amined or passed on by the Interstate Commerce Commission 


SUMMARY OF DEFERRED MAINTENANCE ON CLASS I RAILROADS AS OF DECEMBER 31, 1952 


These estimates of deferred or surplus maintenance reflect current traffic vol- 
ume. The accounts investigated comprise about 85 percent of the total mainte- 
nance expenditure, but since most of the deferred maintenance has been devel- 
oped in the track accounts we do not feel justified in expanding these amounts 
to take care of minor accounts which are comparable to accounts for which no 
deferred maintenance was found. 


Estimated accumulated amounts of deferred or surplus maintenance, 1915-52 


Thousands of dollars 


Operating account Es ft Si saw Se 
Deferred Surplus 
, ; | 
206. . BUN SE ARON, 20DG iis dcig cticicectivhimnematongquadeithiets dette $32, 243 |.....-- 
202 Roadway maintenance 7 se ame ss ctaie |: ‘ 
yr oe eee ee eee eee a eee en . 
212 Ties rave pot k i ce eee Bale scbsen ee ee ad bs okt eget med 242,069 |_.._.- 
ES MME cincenansinaiindsaininin ‘ cipapagelbedicdeltia eda psn ete vgenentpe titania PO GB NiccneBosias 
216 Other track material ; s<ainesse-s ieietsamideea aaa RE Rectan 7 
218 Ballast ie st iikcnmddoninated : 24 





220 Tracklaying and surfacing 

227 Station and office buildings 
249 Signals and interlockers suaniedce aan : hides ES 5 
301 Superintendence, equipment kona ob baaaates $2, 400 


302 Shop machinery rate i i aise i Asics cictn abcde aah alah bach ABs | 
308 Steam locomotive 
311 Other locomotives 
314 Freight train cars a ‘ owed gen : : ‘ | 
317. Passenger train cars... ee ee Datla tail a sou |. 


120, 000 





















Total except account 2014-301 a ‘ : i 1, 074, 768 120, OM 
Potal including account 201+301__.-. ae peel 1,017,011 | 122, 400 
Nis wires . a Se re eee 4< 984, 611 | 
Adopt deferred maintenance 1952__-- Lee 1,000, 000 | 
j 
Nott Of tl rhove $1 billion computed for deferred maintenance for class I railroads ntial 
amounts are due to the lag in replacements matching the actual annual consumption of service li The 
retirements of ‘‘today”’ reflect e wear and tear of “‘yesterday’s”’ traffic with an rage traffic density 
index of about 117 whereas the consumption of service life and the an t of deferred maintenance com- 
puted over the last 11 years reflect an average traffic density index of a t 147. Regard! of the lag in 
replacements, even thou they are adequate for normal operation of the future, financial liability exists. 


DISCUSSION DEFERRED CAPITAL EXPENDITURES 


There has been some misinterpretation of our “Railroad maintenance study” 
because of the confusing ideas concerning deferred maintenance and deferred 
capital expenditures. Our opinion is that expenditures may logically he grouped 
in three classifications : 

(1) Deferred maintenance. 
(2) (a) Deferred capital expenditures (replacements protected by depre- 
ciation reserve). 
(0b) Deferred capital improvements (replacements involving improve- 
ments). 
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Deferred maintenance has been discussed in considerable detail on page 3 of 
this study, so this discussion will be confined to the two classifications of ‘“De- 
ferred capital expenditures.” “Deferred capital expenditures,” protected by the 
depreciation reserve, are susceptible of reasonably approximate estimates. We 
find on investigation, for example, that little, if any, deferred capital expendi- 
tures occur in fixed property accounts such as for accounts 6, 16, and 20, since 
the average ages are still less one-half the average service lives. At the close of 
the last war there were substantial amounts of deferred capital expenditures for 
equipment property, but extensive purchases of new diesel locomotives and new 
freight train cars during the past few years have practically eliminated these 
deferred capital expenditures for equipment as a whole. 

Deferred capital improvements usually result in a higher standard of main- 
tenance either in anticipation of increased traffic or decreased operating expenses. 
This higher standard of maintenance results from grade and line revisions, use of 
heavier rail, stronger steel bridges, the substitution of steel and concrete bridges 
for timber trestles, the modernizing of building structures, the use of alloy steel 
freight cars, the substitution of diesel engines for steam, of stainless steel or 
aluminum streamline passenger cars for the older steel coaches, and the greater 
use of mechanized machinery for maintenance or construction purposes. Esti- 
mates as to deferred capital improvements are somewhat intangible and almost 
unlimited depending upon the individual railroad, with the exception of rail and 
track material for which we estimate in this classification about $50 million for 
the heavier weight of the material. 


DEFINITION OF DEFERRED MAINTENANCE AS USED IN THIS STUDY 


Deferred maintenance in this study is an estimate of the expenditures above 
normal that should be and probably will be made by the railroads in the near 
future for the necessary labor and materials to make good the present deficiencies 
in maintenance (repairs and replacements) that are below normal and to bring 
their status to a 50-percent condition on the average. Repairs, like the property 
to which they are applied, have a service life requiring renewals at certain time 
intervals and are at a 50-percent condition when half that service life has ex- 
pired. This deficiency is an estimated future financial liability against the car- 
rier. It does not represent the total accumulated cost of necessary repairs and 
replacements since there may be surplus maintenance elsewhere in the property. 
It is the excess of below normal maintenance over surplus maintenance. 

The following illustrations will serve to explain the foregoing. Assume a tim- 
ber trestle and that one-half of the trestle is newly replaced and the other half 
just ready for replacement. In this instance the state of maintenance would be 
normal or in a 50 percent condition. If, however, 75 percent of that trestle had 
been recently replaced, and the remainder ready for replacement, a state of sur- 
plus maintenance in the amount of 25 percent would exist with respect to this 
item. The same idea applies to all repairs such as painting steel bridges, major 
repairs to locomotives (“run out” mileage between shoppings) or major repairs to 
freight cars, et cetera. Assuming a status of normal maintenance, the application 
in any year of ties, rail, track material and ballast in excess of the normal require- 
ments of that year would produce surplus maintenance. Consider the ties in a 
newly constructed track. The condition percent of these ties is 100 or 50 percent 
in excess of normal and considering this item only surplus maintenance exists, in 
that the tie maintenance for several vears in the future will be less than normal. 
A similar condition exists in respect to diesel engines in that the period of normal 
repairs has not yet been reached. This latter factor has been given consideration 
in the final figure adopted for total deferred maintenance. 

Our estimate is the net accumulations of all of these surpluses or deficiencies 
over a period of years up to the present time. 


“USE PERCENTAGES” 


There has been attached to this study as appendix A a statement showing the 
effect on maintenance expenditures of traffic changes from normal. 


INEFFICENCY OF LABOR DURING WAR AND POSTWAR PERIOD 


In our discussions with railroad representatives we have been presented with 
studies showing inefficiency of labor during war and postwar years amounting to 
a maximum of 40 percent of all accounts. We have analyzed these studies and 
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for various reasons have been unable to accept their conclusions. We have, 
therefore, made our own studies to determine the amount of labor inefficiency 
occurring during the 1942-48 period and the necessity, if any, of including an 
allowance for such inefficiency in our maintenance estimate. Our studies indi- 
cate that the average labor inefficiency for account 220 where inefficiency would 
probably be at a maximum ranged from 7 to 15 percent. We conclude however 
that since the deferred maintenance is to be made good at some time in the future 
that we would not be justified in making any adjustment to our estimate for 
this factor. 


MAINTENANCE STUDY 
General discussion 


If we are to appropriately measure the adequacy of current maintenance and 
maintenance expenditures for any period of time they should be related to the 
gross ton-miles of traffic and adjusted for (1) the amount of nonproductive over- 
time, (2) the fluctuations in the purchasing power of the maintenance dollar, 
and (3) the effect of the increase or decrease of the intensity of traffic on unit cost. 
It is the productiveness of the dollar that is controlling, rather than the dollar 
amounts recorded for maintenance. While difficult to measure, consideration 
has been given to the increased inefficiency of labor during the war. This ineffi- 
ciency is not only due to inexperience caused by the rapid turnover of personnel, 
but also because there is a greater loss of productive time from passing trains, 
due to the increased traffic density. Several of the accounts have developed 
slight amounts of deferred or surplus maintenance, but we have considered 
in most of these instances that the maintenance is normal. 

As we have in the past pointed out, we do not believe any method that is re- 
lated to the yearly budget, measures, except by accident, the physical deferred 
maintenance in the property, since budget amounts are a measure of the financial 
ability of a road to perform definite amounts of maintenance work in a particular 
year, and usually those expenditures are so involved with betterment work 
that they frequently create surplus maintenance in anticipation of future needs 
in accordance with some long-term improvement program. 

We also express the opinion that detail chart studies will more accurately 
determine deferred, surplus or normal maintenance than any other method. We 
appreciate that this method for some accounts is impractical with our limited 
personnel, and have adopted, based on the results of these chart studies, a short- 
cut which we think will produce reasonably accurate estimates, and require 
annually only several man-days to develop. In this current study, we have been 
able to develop general charts showing maintenance experiences by years, from 
1915 to date on all the major accounts except for those for track. For the track 
accounts it was found more expedient to use units of property rather than dol- 
lars of maintenance expenditures. In developing these charts and estimates we 
have adjusted the recorded maintenance expenditures : 

(1) To eliminate retirement charges from recorded maintenance expenditures 
on fixed property prior to January 1, 1943, and depreciation charges subsequent to 
January 1, 1943, in order that all the maintenance charges for the individual years 
should be on the same basis. Depreciation charges on equipment were, of course, 
also eliminated. 

(2) For the excess cost of overtime. 

(3 To a common dollar of equal purchasing power by means of carefully 
selected indices. 

(4) To reflect the effect on maintenance costs of increased or decreased traffic 
changes from normal in line with use percentages set out in appendix A. Traffic 
density affects the service lives of the items in the track accounts and the main- 
tenance costs in all accounts. The retirement experiences supporting our adopted 
service lives has been coordinated with the normal traffic density which caused 
these retirements. 

This estimate assumes that all the deferred maintenance in rail, track material 
and ballast will not be made good, since part of it is due to obsolescence and not 
to wear; that deferred maintenance on many locomotives, freight train cars, 
passenger cars and buildings will be liquidated through retirements when traffic 
declines; that deferred maintenance may accrue yearly in respect to accounts 
like 202, and the maintenance due to passage of trains in account 220; but, when 
the maintenance work is finally performed on such items in these accounts as 
weed cutting, ditching, discing ballast, surfacing track, and dressing ballast, the 
expense is but slightly more than when done at normal intervals. It is consid- 
ered doubtful that deferred maintenance will ever be made up on many branch 
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lines, resulting, therefore in a lower standard of maintenance, but adequate for 
the traffic which must be served. In respect to equipment, deferred capital! ex- 
penditures should not be confused with deferred maintenance, and while we 
appreciate that there is a shortage of freight train cars which results in cars being 
kept in service beyond the economic service life, the fact that patchwork repairs 
only are being made to such cars does not indicate deferred maintenance. This 
type of deferred maintenance will eventually be taken care of through retire- 
ment when traffic declines or when more new cars are available. 

There is discussion in respect to most of the accounts indicating why there 
should, or should not, be deferred or surplus maintenance, but this discussion is 
only collateral information to be considered with the charts, which are essen- 
tially a factual portrayal of the actual maintenance charges. The charts are 
controlling except for the track accounts. Estimated figures have been used to 
develop the 1952 expenditures based on the recorded figures for the first 10 
months. Where estimated figures had been used for prior years, the recorded 
amounts have now been substituted therefor. 

Since averages for the country are used, surplus maintenance is considered 
along with deferred maintenance. The summary of our estimates as shown on 
page 1 and results in total accumulated deferred maintenance through 1952 of 
$1 billion. Since this deferred maintenance will have to be made good in the 
future, the cost estimates are based on prices which reflect the probable costs that 
would be incurred over a period of years in the future. 

While the deficiency of $1 billion may seem large it is less than half of the 
total maintenance expenditures for all accounts and is less than the main- 
tenance of way and structures expenditures for a single year. Briefly, it reflects 
about 15 percent deferred maintenance in the track accounts only and while not 
a satisfactory situation cannot as yet be considered serious. 

Account 201. Superintendence, 2.7 percent 

3ased on study of the ratio of superintendence costs to gross ton miles of traf- 
fic, we conclude that superintendence charges are affected approximately 50 per- 
cent by changes in traffic volume. We assign, therefore, to the amounts computed 
for deferred maintenance the appropriate percentage for superintendence. 
Account 202. Roadway maintenance, 3.6 percent 

The principal charges to this account which are affected 20 percent by traffic 
changes are for restoration of banks, sloping cuts, cleaning and widening ditches, 
mowing grass, burning weeds, dressing ballast, grouting soft spots in roadbed, 
driving posts at end of ties to stabilize the embankment, and incidental expenses 
in connection with drainage. It is considered that although failure to perform 
these various duties at regular and cutomary intervals, during a period of 2 or 
3 years, results in undermaintenance charges in those years, nevertheless, there is 
no appreciable accumulation of deferred maintenance. The roadway machinery 
involved in the above functions will operate at no appreciably greater cost than 
normal because the grass is longer, the weeds thicker, or the ditches more filled 
up from past neglect. Absolutely necessary work in this account, such as ex- 
tinguishing fires, repairing banks and walls to prevent washouts and slides, and 
similar work will be performed at the time of need as a matter of safe operation. 

The chart attached indicates that when reported charges are properly adjusted 
(1) for overtime, (2) to a common dollar, and (3) for effect of traffic changes 
from normal, there is very little to justify the conclusion that either deferred or 
surplus maintenance exists in this account. In the development of the normal 
maintenance line greatest weight was generally given to the year 1915, or the year 
when the price level started to rise, to the year 1930 when prices had started their 
decline after the boom period 1923-29, and to the years 1939-42, inclusive, when 
prices had again become more nearly normal and had started to rise due to the 
influence of the war. It is our opinion that the reported adjusted charges in these 
control years should approximate normal, since the railroads were in general not 
financially restricted, and material and labor were freely available. Assuming 
no increase in efficiency or improvement in the art, the average adjusted charges 
during a long perior should approximate the normal, and even if the trend line is 
sloped, the average should be close to the normal trend line. Where there has been 
substantial improvement in the art in the 1921-29 period, and later rate of im- 


RAILROAD ACCOUNTING PROCEDURES 225 


provement flattens out, the normal line may be substantially lower than the aver- 
age of the adjusted charges. 

Due to increased use of mechanized equipment in this account, we find that 
there is a substantial downwawrd trend to the normal maintenance line, which, 
at the midway point for the period 1915-52, inclusive, is close to the average 
adjusted charges of that period. 

The chart figures show $$21,635,000 deferred maintenance, and since this is a 
small percentage of the $2,160 million total adjusted charges reported over a 
period of 38 years in this account, we have not included the amount in our 
estimate. 

The tabulation below indicates that as far as the total number of employees 
are concerned for both accounts 202 and 220, there has been an increase in recent 
years probably due to increased traffic. 


Number of employees (middle of the month) section and extra gang men— 
Account 202 and account 220 


DE rita te inn eee ET SI asec cn meena 206,183 
acetates wets isin tineenaieetegneeuaane Fee Ee cera asinncie manana 171,920 
IGeaibdsic ac cases sia chin Slates ccna 171,330 
Lis eminent aang Re Ee as cobain ta uraiateeomncmenmetinner 171,607 
eee iii ioc ROMs 5 crises ns cnantgh cacceinnsdiocenailon 144,312 
sath canta Sh ncn sseaeh ee eemenaaeeiiaes REIL I ash sabilbenha snc nclcipentbsbbetctiatteiad 147,820 
Pitts ic cen sige itcninndasdee SEN, SO iiisiasetiid esate emia 156,515 
DN citcatncnrsrtbcnnincitia tna acetlgliean ee en ee emo 148,300 








Op: WALL 


ste 


st. + 


RAILROAD ACCOUNTING PROCEDURES 





226 





RAILROAD ACCOUNTING PROCEDURES 227 


Account 208. Bridges, trestles, and culverts, 1.5 percent 


This account is affected only slightly by any change in the volume of traffic. 
For the purpose of analysis, we exclude the retirement charges recorded while 
retirement accounting was in effect and the depreciation charges since 1943 when 
depreciation accounting became effective, and compute surplus or deferred main- 
tenance only on the “other charges” such as repairs, painting, and maintaining 
traffic. Of the “other charges” to this account which amount to about 70 percent 
of the total charges including retirements, repairs of bridges amount to 47 per- 
cent, painting bridges to 23 percent, and the cost of maintaining traffic, removing 
old bridges, and erecting temporary structures to 30 percent. 

Repairs, 47 percent.—It is considered that “must” repairs will be made as a 
safety requirement, and other repairs will be deferred to a later date, resulting, 
not in a pro rata accumulation of deferred maintenance, but more probably in a 
slight lengthening of service life. The number of bridge and building carpenters 
and painters employed during the past several years does not indicate any great 
amount of deferred maintenance, since this account is affected only slightly by use. 


Number of employees (middle of the month) bridge and building carpenters 
and painters 


A a aseastiipieapeash th ip Se Taccad dees eae 1G, TO he cere eR 17, 235 
RR occa siicinsehliv mci sighnsiociebaced TER Gt rca 16, 879 
at sata tl ata calls cacao Soa Dh, Ta 8 aes tis soi aren ioctedada 15, $95 
Pas adnan Sula tiers saedics asics * WER RR ot crea haere acbeniccatec pace 16, 162 
ORS Shia ieemed, oiwisiconn asks. | SARE GRIME ames cohaienacbian sanded aiatacie-ceiconiea 15, 426 
eo ae aateaes a= | Hg cots oes tatnccancareiapcmaeaote 15, 322 
Picts a ike ccthittint cnanstaedraag a 1 ty Ge) POOR icctcdeeininanSeinenane 16, 522 
Dares tied Sate emnneengiedaneaaenn ta Eby POA fe asoatiteiaatiictiendecteneaiaeeate 16, 230 


Painting, 23 percent—Painting may be accumulating some deferred mainte- 
nance, but, even if deferred 100 percent, the increased cost of painting some time 
in the future would be only 25 percent greater than the cost when done at proper 
intervals. This increased cost would occur almost wholly in connection with 
the scaling or preparatory work prior to painting. The number of painters em- 
ployed in the last several years does not indicate any deferred maintenance (see 
previous table) 

Maintaining traffic 30 percent.—As to the estimated 30 percent costs of main- 
taining traffic, et cetera, it is estimated that there might be some deferred main- 
tenance due to inability to secure steel for program work and for grade elimina- 
tions. Naturally, whenever the construction of a steel bridge is deferred, the 
expense incident to that construction, such as maintaining traffic, is also de- 
ferred. The use of steel for railroad bridges decreased very substantially during 
the war years, although priorities were granted for special stuctures such as 
the one across the Pecos River in Texas for the Southern Pacific Co. Data from 
the Bureau of Public Roads show installation of steel in highway bridges during 
the past several years and our railroad data used in arriving at joint reports 
on cost of fabricated bridge steel show installation of steel in railroad bridges 
as follows: 











| 
Year | Highway Railroad Year Highway Railroad 
bridges bridges bridges bridges 
scitsnaiiiiac onans ssikielaeiinaeitastnceceiialomensingg 
Pounds Pownds } Pounds | _ nds 
Bs ok nid dashes beteenecenes | 140,800,000 | i ee Bt I oa a ccc amtineewees 167, 694, 000 5, 245, 700 
ae | 144, 500, 000 | 70, 600, 000 1 EE SE: 339, 013, 000 45 117, 000 
Wt acca kedicanaed | 16,300,000 | 23, 800, 000 || 1948.......-.-. a 351, 063, 000 66, 241, 000 
WS icc beak ouwcne | 18, 800, 000 | 42, 100, 000 RE aire aaa | 356, 208, CO | 51, 128, 000 
ict eeu 18, 350, 000 49, 435, 000 |} 1950................-. () 91, 940, 000 
RE ESS 38, 034, 000 TE AE GIT TONE sor iaicecnniannd (1) 24, 360, 000 


1 Not available. 


We conclude, as a judgment figure, that while there is some accumulated de- 
ferred maintenance in the cost of maintaining traffic, et cetera, that most of this 
deferred maintenance will not be made up in the future, and that this type of 
work will proceed in accordance with a normal program. 
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The chart attached develops the amount of maintenance in this account. As 
for the other accounts, retirement and depreciation charges have been eliminated 
to put the data all on the same basis and the reported charges have been adjusted 
for excess cost of overtime, to the purchasing power of a common dollar, and for 
traffic changes from normal. It will be noted that if the normal line is to be 
close to the adjusted charges for the control years, 1915, 1930, 1939-42, that two 
different slopes are necessary. The slope to 1930 in our opinion reflects the excess 
maintenance expense attendant on the elimination of many timber trestles as 
well as the excess expense of maintaining timber trestles over that for maintain- 
ing steel and concrete. Some studies show the cost of maintaining untreated 
timber trestles per lineal foot to be six times that of maintaining steel bridges. 
Naturally, the slope becomes flatter in the years subsequent to 1930, since most 
of the untreated timber trestles have been eliminated. 

The chart develops deferred maintenance in the amount of $10,870,000 which 
is relatively small when compared with a total adjusted charges for the 38-year 
period of approximately $1 billion, hence we conclude that the maintenance in 
this account is normal. 


ACCOUNTING PROCEDURES 


RAILROAD 





Tab CLF fs [PPB y:: Sites tf (ere 


E rer 













4h} 


3237 
I 


Hater tt 
ate tag 


sf isi: | 


i: 
fants IT? 





=e- ree spac) 


SSR de csttescH Soa 35 fo 
ssbetsxtcostiessoe costes trast Sse is cghttecs 


t= 


L Sega . 
} 


| 
? 
¥ 
4 





} 

octets pete 
| 

Poe po Sarr wrens 
t 

tf 


=< f -—+ = alu sie aka da fep- esi 3 
= Pespide Ot bh) spur aausp2 # OL: (apie 
{ aul ido oy Pa 










: SSS 1 ere faa au sidnae> fan alirz\j-5¢ ee : ; 
Pcteeetreet 9 eee enter * sasuidra ssboune'e iP Atae gi apey 1 
= pases fe eat Bt 
peered foafichtcbestoststsdestists tod | Peiterl BBE. 
t } ; $F : 
= Saba ATS CAF saris * ‘= IPE ROA: 





Se rca pap are ie 
: i 7 


t ects Fe ty ad - 


ANT 
NO IE NVOMEF FAGE iver WA Ie 


[oP NOISS RI soar aLiyEgai: 





ne 


tT sai 








pod gia 


tee 


on 
ipa 
; 
+; 
3 
“4 
ao 











230 RAILROAD ACCOUNTING PROCEDURES 


Account 212. Ties 3.5 percent 


The surplus or deferred maintenance in the track accounts were computed on 
a different basis than the other accounts since the track accounts are not sub- 
ject to depreciation accounting and it is easier to compute the normal require- 
ments on a unit basis rather than on an adjusted dollar basis. The statistics for 
both account 212 and 214 were taken for the most part from the Statistics of Rail- 
ways in the United States but the service lives were based on our depreciation 
studies over a period of years. As in the case of the other accounts consideration 
was given to the shortening of the normal service life due to accelerated use. 

The following table shows a comparison between the ties actually installed in 
class I railroads and the computed normal quantities adjusted for traffic: 


[In millions] 




















Computed | | Computed 
annual annual 
Installed requirements | | Installed /requirements 
adjusted for | | adjusted for 
| traffic | traffic 
—_——_—_—_——_. | mae we anes  siantigaintintetaipee i incaienipelicemppeipaasaas 
i ictetchs bas cbececahoning TY is ore I on eles re 249,344 53, 304 
___, See ee CE cee auc cs a ae 2 51, 259 53, 534 
ese car bn So a | Re ee tM aeiet ned aunethpeouina 2 46, 624 51, 173 
EE | SOP bons siccadeeet TNE as sects init 2 40, 149 47, 636 
Da sitet eee ee 149,117 | 1947. 2 40, 200 48, 555 
BT aSSeentnisdee dai cts | SO faidécccsoasnks oe a ee eo 2 40, 472 47, 512 
nw Nee a we ee De te re cle rd 2 3: 43, 811 
Mae ciker ke ides Gaines 1 46, 409 | a eR ie cad bb mike ee 2 | 45, 021 
eS ose -- I i eo i Mn 6s tie newechine ow. 23 46, 067 
POU oop nsntacensseses WMT Piasuscecanssee | 1952 . ese 2; 45, 070 
ET 2 53, 241 50, 774 | 





1 Depression, 
4 War and postwar labor shortages, 


There were more ties installed in 1929 than in later years but that is partly 
because of greater requirements. The percentage of untreated ties with rela- 
tively short service lives was much greater in 1929 than in 1952. Service life 
studies show that there are relatively negligible retirements during the first 13 
or 14 years of the cresoted tie life cycle so that the recent replacements, while 
adequate for safe operation of traffic, do not measure the actual loss in service 
life, nor do they measure the full amount of replacements that will be necessary 
at the time the uniform cycle of replacements is reached, or when the average 
age of the creosoted ties is greater than one-half of the total average service life. 

The table attached shows how the deficiency in ties was developed. Briefly, 
there is applied a percentage rate of replacements to the total ties in track and 
the resulting figures are adjusted for traffic changes from normal. From gen- 
eral studies it is known that the rail and tie situation was about normal in 
1941 although yearly installations prior to the year 1941 were undoubtedly sub- 
normal. 

We compute the total deficiency in ties at $242,069,000 the major portion of 
which occurred in the years 1949 to 1952. While this may seem to be a sub- 
stantial amount, it actually represents about 21% years’ normal installation of 
creosoted ties, the average life of which is approximately 28 years. In other 
words, the deficiency is around 9 percent but this does not mean that the operat- 
ing efficiency of the track is seriously impaired. 

Deferred maintenance in ties has been computed in prior studies based on a 
normal life for treated ties of 25 years and for untreated ties of 12.5 years. 
These lives were based on mortality studies of ties from 1908 to 1942, in main 
tracks. Due to the greatly increased use of large tie plates during the past 20 
years, the increase in the size of the average tie, better seasoning and treatment, 
and the fact that a much larger percentage of creosoted ties are used in side 
tracks and light traffic branch lines, and further, that a considerable percentage 
of creosoted ties are being salvaged and used secondhand in sidetracks, a re- 
study was made and the conclusion reached that a normal life for creosoted 
ties was about 28 years. Untreated ties are now found only in tracks which 
= subject to very light traffic and a revised life for these ties is estimated at 
14 years. 
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Account 214. Rail 1.2 percent 


The procedure for this account is similar to that outlined for ties. We deter- 
mine the total tonnage of new rail in the track. Our current depreciation studies 
have developed that the average life of new rail for class I railroads is 20 years, 
which would normally call for annual replacements of the total new rail tonnage 
of 5 percent per year. This 5 percent is applied against the total tonnage of new 
rail to determine normal requirements. The normal requirements are then ad- 
justed to reflect the effect on the service life due to increased use during the war 
and postwar period. From these figures the actual replacements are subtracted 
to determine the yearly deficiency. There follows a comparison of new tonnage 
actually installed with our computed requirements. 


(Gross tons] 





Computed Computed 
annual re- annual re- 
Year New rail | quirements Year New rail quirements 
installed less 20 installed less 20 
| percent of percent of 
deferred deferred 
| quantities quantities 
inca - on eon ee 
eee | oe a ee oe 1937 _ - 2 1, 029, 861 
8 Bt te | SR ae PL =< o ‘ z 2 509, 752 |_. 
DS ctcusccancce) “SA eee ease occ ce ccc Ot ec acecceeoes i 2 878, 643 
1924__ : ih eda hi, Gis et veer>s accuses i Bale «amon — : 3 998, 914 le 
1925... aeSade 1, 950, 146 |... oe dhe ab SAE Sos 31, 197, 503 |_.-- 
1926__ ab ewe 2 Se ees. scanease 1942__ B 3 1, 208, 000 | 1, 812, 000 
1927... esc rh; 4% & ae ate 1943____ 3 1, 293, 000 1, 992, 000 
1928 _. pesaucsaast’ RIG MMROe cack. as 1944___ ; 3 1, 583,000 | 2, 101, 000 
1929_ 1, 058, 489 |.........- a I aici went . : 3 1, 628, 000 | 2, 030, 000 
1930. _ _- = nil Tee IRON Sie tc cocsincenisseabcontee RD iar cesewereiia a iets 3 1, 240, 000 1, 794, 000 
1931 .... calaiiaiaeee 640. | eee BE iia tardies 3 1, 464, 000 | 1, 922, 000 
ees «ce ‘ ST ican ccnauaien Bahan atarece 3 1, 382, 000 | 1, 872, 000 
We bist Ssaaocse® | Ce fl ctenanacacone 1949__.____ #1, 293, 000 | 1, 679, 000 
1934__. 2 631, 093 ; 1950 3 1, 222, 000 | 1, 758, 000 
1935... ; 2 582, 794 1951 31, 144, 000 1, 827, 000 
1936__ _- ea : 2921, 208 |_. 1952 3 1,010, 000 1, 767, 000 


1 Traffic heavy—tail available. 
2 Depression. 
3 Priority controls and shortages. 


From the attached table the accumulated deficiency is computed to be $200,- 
851,000, which amount reflects a reduction of 20 percent on the basis that the 
computed requirements include obsolescence that will not be made good in future 
replacements. This consists mainly in the new rail in branch lines or secondary 
tracks which will either be abandoned or replaced ultimately not by new rail 
but by relay rail released from main lines. 

This deficiency appears to be quite substantial, and it actually does represent 
about 3 years normal installations when traffic volume is heavy. Since the 
average life of new rail is about 20 years, if we ignore obsolescence, it would 
follow that operating efficiency, if not impaired, is at least reaching the point 
where such efficiency is threatened. However, there are mitigating circum- 
stances in that the new rail is applied principally to heavy traffic main lines where 
most needed, and improvements in maintenance, such as building up rail ends 
and joint bars, have a tendency to postpone the necessity for replacement. An 
article on page 53 of the October 16, 1948, issue of the Railway Age indicates 
that there was substantial deferred maintenance in rail at that time. 
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Account 216. Other track material, 2.1 percent 


The deferred maintenance for track material is computed on the amount of 
deferred new rail tonnage under account 214, and is based on the normal rela- 
tionship by weight which the track material bears to the new rail tonnage. 
The estimate also reflects the fact that about 13 percent by weight of the total 
relay rail requires the installation of new other track material with different 
weightings of joints, tie plates, spikes, etc., than found for the new rail relation- 
ship. 

From the attached table we compute the deferred maintenance in this account 
to be $219,295,000 including a reduction of 20 percent for obsolescence in rail 
that will not be made good. 


Account 218. Ballast, 1.0 percent 


The deferred maintenance for ballast is based on the amount of deferred new 
rail tonnage. In accordance with general practice, we have computed a 3-inch 
raise under the rail for the mileage of rail that it would be necessary to lay if 
deferred maintenance of new rail was made good. 

From the attached table we computed the deferred maintenance in this account 
to be $24,215,000 including a reduction of 20 percent for obsolescence that will not 
be made good. 


Account 220. Tracklaying, and surfacing, 11.8 percent 


From our normal maintenance chart studies we have found that approximately 
60 percent of the total expenses charged to this account was for lining and sur- 
facing the track attendant upon the passage of .trains, and the remaining 40 
percent for replacement maintenance, or the cost of the labor of applying re- 
placements of retired material such as ties, rails, track fastenings and ballast. 
Therefore, as to 60 percent of this account there can be no surplus nor deferred 
maintenance as the track must be kept in good line and surface for the safe and 
efficient passage of trains. 

The attached table shows the details of the computation of deferred main- 
tenance in respect to the labor of replacement of the deferred quantities of ties, 
rail, track material and ballast obtained from the previous computations for these 
items. This computation results in an estimate of deferred maintenance in this 
account of $388,338,000 including a reduction of 20 percent for obsolescence in 
rail that will not be made good. 





Account 


216. 


New rail 


Other 
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(Quantities and dollars in thousands ‘] 


| Other track 


material for 


Other track 
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track material—Computation of deferred maintenance 


Sao 
| § 
| 


Relay rail | material for | Total other | Less 20 








deferred | new rail deferred 83 relay rail track Deficieney | percent for 
Year from | deferred 36 | percent of | deferred 13 | material at $77 per | obsolescence 
}account 214,| percent of col. 2, percent of deferred, | gross ton in rail that 
gross tons col. 2, gross tons | col. 4 gross tons will not be 
| | gross tons | gross tons | made good 
| 
(1) (2) (3) (4) | (5) | (6) | (7) (8) 
a ane a ees | , — a : Co ad 
on 755 | 272 627 | 82 354 | 27, 258 $21, 806 
ee 33 874 315 725 | 94 | 409 | 31, 493 25, 194 
tiie 648 233 538 70 | 303 | 23, 331 18, 665 
1945___- 502 181 417 54 | 235 18, 095 14, 47¢ 
Pee seen 692 249 574 75 324 24, 948 19, 958 
ahaa 572 206 475 62 268 20, 636 16, 509 
1948___._- 613 221 509 66 287 22, 099 17, 679 
1949_. 483 174 401 52 226 17, 402 13, 922 
1950__. 670 241 556 72 313 24, 101 19, 281 
1951__ 853 307 708 92 399 30, 723 24, 578 
1952 946 340 785 102 442 34, 034 27, 227 
Accumulated total deficiency, 1942 to 1952, inclusive. -..............-....-.......-..--.-.--------e $219, 205 
Col. 3: Development: of percentage of other track material to rail by weight: 
SORES, DONS OI GINO ain issn cdi cetera dcuisccodcaesenendbswnushnn percent 7.0 
Tie plates pnahinddheseeiddiinivnnknmken ea: dccegdiaih an aeamenaantee do_- 18. 5 
Spikes i i a tlh ca Sisco ell cal cas ens esate salen nian Soe cic sional in Rican do. 3.5 
Tareas anit wi dn osacnc cee csedeome coke ee ..do 7.0 
FO a eee oe 36. ( 
Col. 7: Normal prices other track material 1942 $4.16 per hundredweight equals (per gross ton $93. 18 
Normal price scrap 1942 deduct (per gross ton) 18. 50 
NG ccc mncconstebuctlan Cb eld she dabege Malena adr haan teh cnatssmadiaiamia ane 74. 68 


Adopt $77 per gross ton to reflect effect of new other track material for relay rail. 


Account 218. Ballast—Computation of deferred maintenance 













! 

Deficiency less 
New rail Ballast at 600 Deficiency 20 percent for 

deficiency, Miles of track, | cubic yards at $1.25 per obsolescence 

Year gross tons | col. 2divided | permile! | cubic yard of rail that 

(thousands) | by 188.5 ! | (thousands of | (thousands) will not be 

cubie yards) | made good 

| (thousands 

! 
l (2 3 | 4) (5) 6 
| 
1942. ...- 755 | 4, 005 $3, 004 $2, 403 
1943 - 874 4, 537 | 3, 478 | 2, 782 
1944 648 3, 438 | 2, 579 | 2, 063 
1945_ - 502 2, 663 | 1, 998 1, 598 
1946__- 692 3, 671 | 2, 75 2, 203 
1947... 572 3, 034 | 2, 275 1, 820 
1948... 613 3, 257 2, 439 1,951 
1949... 4833 2, 562 1, 921 1, 437 
1950... 670 3, 554 | 2, 665 2, 132 
1951 853 4, 525 3, 394 2, 715 
1952 046 5,018 | 3, 764 3, O11 
Accumulated total, 1942 to 1952, inclusive._......................... is acca nian ciia at aapainkih datamebinthapptitds $24, 215 
1 Col. 3: Estimate miles of track for 120-pound rail or 188.5 tons per mile. 

Col. 4: Estimate a normal 3-inch raise to permit surfacing new rail, 3 cubic feet per track f qual 


600 cubic yards per mile of track. 


92361 0 -16 
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Account 227. Station and office buildings, 1.5 percent 


This account is affected 20 percent by traffic. The principal items of expense, 
excluding retirements and depreciation previously discussed, are: 


Percent 
SIN i cin cacti ce ces ions emesis ap etm meee Ee ise 20 
Repmkira t6: NOGtE RE TONE... 3 85a ce an ee ee 15 
General maintenance of station grounds, etc_......._..________--_--____ 65 


Painting, 20 percent.—As in bridges, painting may be deferred for a year, but 
there is only a minor increase in the cost when the work is done. However, 
based on the number of painters employed, it is not apparent that there should 
be any deferred maintenance at all. (See statement under account 208, 
bridges). 

Repairs to roofs and floors, 15 percent.—For reasons advanced in respect to 
painting, there should be no accumulated deferred maintenance for repairs. 

General maintenance of station grounds, etc., 65 percent.—The expense consists 
of work in connection with plumbing, heating, lighting, paving, repairs, and gen- 
eral maintenance of the station grounds. 


That there is no appreciable deferred maintenance for these items is indicated 
by the following table. 


Number of employees (middle of the month) bridge and building carpenters and 
painter, masons, bricklayers, plasterers, and plumbers. 


NEF iciesnain csiaiareciniwe eta imine anaebeioaids BR ee birt shckeniedecnecspcechaassobes eabale eek 19, 375 
SI os cen ca sins cin = Sesh bana ean po ik. ere Pe epee 18, 963 
i Ae cone pee meee rere yore i CE 1 Be ice dat hacnac eins ohana ese he ainedle 17, 894 
A SE ee erent ore tt reer repent OO eee ee 18, 172 
Lien ain Saag se: aa laiconiian aie inreit I Ra canis ioc accinit meanest aod 17, 352 
FOI iteing as catenin ates canna eee Lbs CNY SOs a cnt cata cca acne am 17, 239 
Lisi eater opin siege iaitipleivesssin FG A HN ici Scieial ccesasiosoatag ts bacon 18, 585 
1 Oi d isn eis eden ares Ty BEG | Senki hci ccatakine ken: 18, 680 


The chart for this account shows that there is practically no trend in the 
cost of mnaintenance if the recorded figures are adjusted (1) to eliminate retire- 
ments and depreciation charges, (2) for the excess cost of overtime, (3) to a com- 
mon dollar, and (4) for the changes in traffic volume from normal. Again giving 
greatest weight to the control years, 1915, 1930, and 1939-42, the normal trend 
line develops surplus maintenance of $3,371,000, or a negligible amount if we 
consider the amount of the adjusted charges which total approximately $780 
million for the entire period, hence we have not included this amount in our esti- 
mate of deferred maintenance. 
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Account 249. Signals and interlockers, 1.8 percent 


This account, which is affected 30 percent by use, includes the cost of repairing 
signals and interlockers, and the cost of repairing buildings and machinery of 
powerplants used principally for the production of power for the operation of 
signals and interlockers. Affected by increased traffic are the relays, bonding 
wires, facing point switch locks, and the increasing groundings. As to the repairs, 
it is obvious that there should be very little deferred maintenance, since signals 
and interlockers must be kept in normal condition for safety of operation. 

The following tables indicate that there has been an increase in employees 
approximately corresponding with the increase in traffic. 


Number of employees (middle of the month) signalmen and assistant signalmen 


Dien sccinl aah eccaeaal Oe Ue ices 5 cinema 11, 211 
Rains ncciacen etapa a aecdoapakmecaieien Ee A SE eerste rte | 11, 273 
EER sisting eh econo SO NEE Siac winters Socasbiconcacsacshes wiakaeieneaes 10, 691 
NG ecins caries ec eeielapad terse Reionatessanioet Te RE a insane rian einen 10, 911 
LOE ici dnwn nda amaaamaeet CE Ribas cach siesenais stacniaancheleagniaete 10, 866 
LOE aca jawaciidescoinaaaa RO I Taisen ci cecspcicinsiicinicniciphplinw 11, 032 
I aie nccnnenminn seinen TR CR Ua scat ee ih inst mtg ae 11, 549 
OG ccaciiniss inns do chechiaincine nodal BEG Seles Cae in nck eanmesenees 11, 450 


The chart for this account has been prepared in the usual manner ag for the 
other accounts. It is noted that there is a decided upward trend, 1915 to 1930, 
in the normal line. This is because of a very substantial increase in the in- 
vestment of the signal property during that period. 

The chart indicates surplus maintenance in the amount of $8,426,000, but 
this is such a small percent of the total expenditures of about $840 million, 
for the entire period studied, that the maintenance in this account could be 
considered normal and we have therefore not included this amount in our 
estimate. 

Account 302. Shop machinery, 1.1 percent 


This account is affected about 75 percent by use, and includes the cost of re- 
pairing shop machinery in shops and enginehouses. As to repairs, this account 
is one place where the carriers must keep their repairs up or they could not 
efficiently keep equipment in shape to operate. That they have done so is evi- 
denced by the tables set out under accounts 308 and 814. 

The chart developes deferred maintenance of $13,650,000, or a negligible amount, 
considering the total reported adjusted expenditures of over $700 million for the 
entire period. As for the other charts, the adjustments were made for retire- 
ments, overtime, purchasing power of the dollar, and traffic changes from normal. 
The major consideration was given to the control years 1915, 1930, and 1939-42, 
and to the average adjusted expenditures for the entire period. The decline in 
the adjusted costs since 1945 is probably due to the substitution of new diesel 
repair shops for the old steam repair shops which may cause a change in the 
trend line of normal annual expense. 
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Account 308. Steam locomotive repairs, 19 percent 

The charges in this account are affected materially by use. While we have no 
studies as to the effect of use on the cost of repairs, we have assumed as a 
judgment figure after consultation with many railroad mechanical engineers, 
that they were affected 90 percent by use. When engines are kept in service 
beyond the limit of economic repairs due to priority controls, this factory 
tends to inflate or overstate the maintenance charges. The general statistics 
on employment indicate that the personnel has been increased in line with the 
increase in traffic. 


Number of employees (middle of the month) machinists, sheet-metal workers, 
skilled trades helpers, and classified laborers 


Sea te eet aseoeas ROR UNIN IU san cee ate ale oe eens a EO 
Rte Sees alicia, ee oe Re S20 Cae SB tisaea- eae eon socanee 171, 643 
Se ook Soe ee eee een grANed) SOND as oh cccliiataeahprieneeigieisdcadt ccienlehencesis 164, 390 
I ee ee Fangs OU las sta fic ah Shatin deanna lei on adap 163, 915 
ee cca tesa tata ie Rego 160600 Ses cuca eameuesn deitinncs Ry 4 
Maa obese arcadia seca aos acainaie cat te i no ie’) SS > EEE eee ee _.. 149, 594 
Parte oh cranes scan doreupe to cetee aang BRE RE: RN aie Satctcecte ec o sa es pecs eds ere a Stine 157, 789 
Te ero hindi gees iniavidiainia teen see Sen; Ua isa ass Se ces heat ordi yeaa 143, 190 


It is noted that the current 12 percent of unserviceable locomotives is approxi- 
mately normal when compared to the 13 percent of unserviceable locomotives for 
the period 1923 to 1929. 

The charges in the chart study, as for other accounts, have been adjusted for 
overtime, to the common dollar and for changes of traffic volume from normal. 
In order ot reflect the decreasing use of steam locomotives in recent years due 
to dieselization, the traffic indices used for this chart are based on the gross 
ton-miles moved by steam power. The reasons for the sharp downward trend 
in adjusted costs from 1920 to 1930 are decrease in flue repairs due to water 
treatment, concentration of repairs at large shops, improved machinery for 
making repairs, and improvements in locomotive design and materials. The 
downward trend continues beyond 1930 due to similar reasons, but at a lower 
rate since the repairs are being made to the larger modern locomotives kept in 
service while many of the older and smaller units are being retired when due for 
major repairs. 

The data on the cost of repairs per locomotive-mile are set out as collateral 
information. The slight upturn in these costs since 1930 reflects the concentration 
of repairs in the larger and more expensive types of locomotives. 

The chart develops deferred maintenance of $17,058,000 which is insignificant 
when compared to the total adjusted charges for the period of about $13,250 
million. We consider that in view of overage locomotives for which repairs will 
be held to a minimum in anticipation of early retirement, that the maintenance in 
this account is normal. 
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Account 311. Other locomotives, repairs 


The average age of diesel locomotives (4 years) is much less than one-half of 
total estimate service life. The normal cost of repairs will not be experienced for 
several years and to that extent surplus maintenance exists in this account. We 
have conservatively estimated this surplus maintenance in the amount of $120 
million. 

Account 314. Freight train car repairs, 14.4 percent 

The charges in this account are affected 75 percent by use. While cars are now 
in such demand due to inadequate replacements, that they frequently cannot be 
kept out of service long enough for heavy repairs, it should be recognized that 
heavy repairs are only a part of the total classified repairs (approximately 35 
percent in an Illinois Central study), and in order to keep operating, the running 
repairs must be kept normal even though it results in uneconomical maintenance 

Indicating that there has been a corresponding increase in the personnel along 
with the traffic increase, we refer to the table following : 


Number of employees (middle of the month) carmen, skilled trade helpers, 
classified laborers, and gencral laborers 


I cies sasper clacras civ vascslannanuinn ouonscaneaea i ee Sco seus ok ee Oe 
MR sitio tiiion hats a aise pipe naies Boat Dg Ae SP ictats coy ean eee sake aticacos RU POO 
irae dicen ening eaeaescinicdascaotaiad sels cane SR A EE esate be emacs atinwne A, OOD 
MN ra Seas ica bs So as asics pate cplbatbshakcs aero SR SEN) UPR si cota acacia apna rks, OO 
Wierd ackgrie con rien ice = RTRs aes ae cea ca ele a. 
Ds ee esse ec sewesS NSE | ON SOc Sheen 200, 015 
ON a De SMD lr 0 ee ee ee eae 213, 948 








SEE cic sida a cage leeennenipenaliatebs 


198, 030 


The chart for this account has been developed in the same manner as the pre- 
vious ones. The downward trend in annual charges is due to the increase in 
the ratio of gross ton-miles to car-miles, the improvements in methods of repair- 
ing cars, and the substitution of steel cars for wooden cars which was completed 
by 1935. There are no doubt a lot of over-age cars for which maintenance is sub 
normal in anticipation of replacement with new cars now that these are avail- 
able in more normal quantities. The current 5 percent of bad order cars com- 
pares favorably, however, with the 6 percent that prevailed from 1923 to 1929. 

The data on the cost of repairs per car-mile are set out as collateral information. 

The chart develops surplus maintenance of $31,900,000 which is insignificant 
when compared to the total adjusted charges of over $11 billion for the 38-year 
period, hence we consider the maintenance in this account is normal. 
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AppEeNnpDIx A.—Traffic effect on maintenance expenses (use percentages) 
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ral discussions with the chief of assistant chief engineers of the large 


railroads in this country, and based on our own studies over the past several years, 
we have decided to adopt the following percentages to express the increase or 


decrease in maintenance expenses that result from traffic changes. 


while showing some changes in a few accounts, differ but slightly in the aggr 
from previous figures used by us. 
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Mr. MARTIN. 





RESOLUTION RELATING TO THE REPORT OF THE COMMITTEE ON DEPRECIATION 


Whereas this association recognizes the importance, in the public interest, of 
the development and application of sound and proper depreciation policies and 
practices in the operation, management, financing, and regulation of public 
utilities ; and 

Whereas the committee on depreciation of this association after extensive 
study, conferences, and consideration of this highly important and complex 
technical subject has submitted a comprehensive report, which has been ordered 
printed as a document of this association : Now, therefore, be it 

Resolved, That the said 1943 report of the committee on depreciation be re- 
ceived and distributed to the commissions represented in the membership of this 
association for their consideration, and 

Resolved, further, That a copy of this resolution shall accompany copies of the 
report printed and distributed by the secretary of the association. 
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The executive committee recommends to the convention that this resolution be 
adopted. I move its adoption. (The motion was seconded. ) 

President Matson. Is there any discussion of this motion? 

(No response. ) 

President Matson. All those in favor signify by saying “Aye.” 

(Chorus of “Ayes.’’) 

President Matson. Contrary minded “No.” 

(No response. ) 

President Matson. The “Ayes” haveit. The motion is carried. 


QUOTATION FROM REPORT OF COMMITTEE ON DEPRECIATION OF THE NATIONAL ASSO- 
CIATION OF RAILROAD AND UTILITIES COMMISSIONERS 


Chapter IX. Depreciation and the investor 

Page 129.—‘As stated above, the effect of depreciation policies upon the rights 
and interests of utility investors is an aspect of the depreciation problem which 
is often overlooked and which has received much less attention than its im- 
portance warrants. It might be thought that the heavy losses incurred by inves- 
tors in the securities of street railway companies and steam railroads and the 
losses already reflected in the market price of securities of many manufactured 
gas companies would have driven this fact home. However, many of those who 
have seen their investments in utilities of these types disappear or melt away 
have not realized the extent to which the failure to provide adequately for de- 
preciation contributed to their losses.” 

Page 131,—“Failure to provide for adequate depreciation leads also to deprecia- 
tion reserve deficiencies and, as a consequence, to inflation of the net book value 
of the assets. This, likewise, is misleading. It may cause investors to believe 
that the company’s capital structure as related to its net property account is 
sounder than it actually is. Obviously the maintenance of invested capital must 
precede the showing of net income; hence all costs of doing business, including 
the expiration of capital investment through depreciation, must be deducted from 
gross revenues, if management and investors are to be correctly informed concern- 
ing the results of operations and the financial condition of the company.” 

Page 137.—“It must not be overlooked that, as a result of past depreciation 
policies, bond ratios to net property based on book figures may be unrealistic 
and deceptive. In limiting senior securities, therefore, a regulatory agency 
should not be governed by the actual depreciation accruals on company books 
if they appear to be inadequate. The soundest procedure is to make the best 
possible estimate of the amount of accrued depreciation and, insofar as prac- 
ticable, to limit the amount of new senior securities accordingly. In this way 
dilution of the asset coverage of senior securities can be avoided.” 

Page 163.—“The material now available, and constantly increasing, regard- 
ing the service lives and life behavior of public utility properties makes the ob 
servation process, if it ever had any merit, as obsolete as replacement account- 
ing, with which it was probably associated. It has no place in the modern 
scheme of regulation which, among other things, requires depreciation account- 
ing instead of the replacement or retirement accounting which was once so 
prevalent.” (Italics added.) 


APPENDIX H 


QUOTATION FROM FEDERAT POWER COMMISSION OPINION NO. 17, DOCKET NO 
IT—-5494, JUNE 11, 1940 


Reference—P. U. R., N. S., 34, page 243 Re: Safe Harbor Water Power Corp. 


“We approve the service lives used by the corporation, but certain classes of 
property which Safe Harbor Corp. has listed as nondepreciable should have 
reasonable service lives placed upon them and we approve the service lives re 
ommended by experts on the Commission’s staff in exhibit No. 23, table 1. The 
limitations of 100-year and 30-year service lives, placed on property which Safe 
Harbor Corp. classified as nondepreciable and to which it assigned indefinite 
service lives, are based upon a thorough study of the subject of depreciation. 
Safe Harbor Corp.’s depreciation witness admitted that the constructed pro} 
erty which the corporation classified as nondepreciable, chiefly the concrete dam, 
would not last forever and that the Safe Harbor project itself would not exist 
forever. Some reasonable limitation must be placed upon the service life of 
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all constructed property and equipment. We know that while, as far as physical 
inspection reveals, the project appears to be nearly as good as ever, certain 
forces have been working which will continue and inevitably terminate the use- 
ful life of the project. Property begins to depreciate from the moment of its 
use. 

“It must be remembered that the problem of recording depreciation is pri- 
marily one of making a reasonable allocation of total cost to the periods of 
operation of an asset, in other words, to the revenues produced. Since the use 
of this project will become uneconomical some day and the controlling deprecia- 
tion is functional rather than physical, we find that the estimate of 100 years 
as the maximum service life is reasonable for the project at present. The rates 
of depreciation, of course, are subject to revision as more definite information 
becomes available.” 

APPENDIX I 


QUOTATION FROM FEDERAL POWER COMMISSION, OPINION NO, 143, DOCKET NO. IT-5914, 
OCTOBER 25, 1946 


Reference—P. U. R., N. S. 66, Page 245, Re: Safe Harbor Water Power Corp. 


Depreciable property 


“Safe Harbor claims that the mass concrete in its dam, the powerhouse and 
tailrace excavation, and the forebay ramp are nondepreciable. In our previous 
inquiry into Safe Harbor’s rates, we held that such property was depreciable. 
The evidence in this case supports that view to which we now adhere. 

“In general, all physical properties of utilities, except land, are depreciable. 
In the case of land, it is usually assumed that the salvage value, if there should 
be a termination of operation and service, will about equal cost. No such assump- 
tion is valid in the case of the properties described above. While the items in 
question have long lives, they will not be devoted to electric service in perpetuity. 
Accordingly, service-life estimates should be made and applied now in respect to 
them. There is no reason why the depreciation of such properties should all be 
paid for by consumers in the distant future, and present consumers excused from 
sharing this burden. 

“The only real problem inherent in this question is the determination of proper 
service lives. The staff has suggested lives of 100 years with the understanding 
that these estimates may be changed from time to time as appropriate. Until 
the industry has had more experience with such items, 100 years seems a reason 
able estimate, which we approve.” 

Service lives 

“In 1934, Safe Harbor filed with this Commisison a comprehensive study of 
service lives of hydroelectric projects. In our previous order relative to Safe 
Harbor’s rates, we approved the service lives it was then using and, in addition, 
required the property discussed above which Safe Harbor now wishes to classify 
as nondepreciable, to be depreciated on the basis of a 100-year life. Since our 
previous decision, Safe Harbor in its accounting procedures has been using the 
depreciation rates we approved, including those for the so-called nondepreciable 
property. It has also been using such rates for income tax purposes. 

“A member of our staff reviewed Safe Harbor’s property, operations, and 
depreciation rates and concluded that the rates were reasonable and should not 
be changed at this time. Safe Harbor challenged this conclusion, although it 
failed to suggest different depreciation rates from those it is now using. It argues 
that its depreciation rates were fixed with special reference to the use of the 
sinking-fund method of calculating depreciation expense and that they are not 
applicable under the straight-line method.” 


APPENDIX J 


QUOTATION FROM OPINION OF UNITED STATES COURT OF APPEALS, THIRD CIRCUIT, ID 


SAFE HARBOR WATER POWER CORP, V. FEDERAL POWER COMMISSION, DECEMBER 
1949 


Reference—P. U. R., N. S. 84, Page 367, Re: Safe Harbor Water Power Corp 
‘The position of Safe Harbor in respect to the service lives of its dam, forebay, 
ramp, tailrace, and powerhouse i 


contend that these 


is not clear to us, but Safe Harbor seems 
properties are really nondepreciable. Against the present 








250 RAILROAD ACCOUNTING PROCEDURES 


factual background we cannot say that the Commission erred in finding certain 
properties depreciable which Safe Harbor asserts should be depreciated over a 
much longer period or in effect not depreciated at all. We cannot say that the 
conclusion of the Commission that certain physical properties possess a life of 
100 years is either capricious or arbitrary. The most solid physical object will 
deteriorate in time and by reason of a wide variety of circumstances.” 


APPENDIX K 


QUOTATION FROM FEDERAL POWER COMMISSION OPINION NO, 173, DOCKET NO. IT-5915 
JANUARY 5, 1949 


Reference—P. U. R., N. S., 82, P. 261, Re Pennsylvania Water & Power Co. 
“There is disagreement between staff’s and respondents’ witnesses as to 
whether certain plant items (mass concrete of the dam, the forebay ramp, the 
tailrace excavation and deflection wall, and substructure excavations) are 
depreciable or nondepreciable, but respondents’ own witness Uhl admitted that 
it is the practice to put a life upon such structures as concrete dams and that 
he would consider them, and specifically, the Holtwood Dam, as depreciable. 
The respondents themselves, since 1917, have accrued amounts to the reserve 
for depreciation for all of its depreciable plant, which included the dam, ac- 
cording to the straight-line method. 

“It is of evidence in the record of this proceeding that other electric com- 
panies treat comparable mass concrete dams as depreciable, some of the com- 
panies calculating the accrual on a straight-line basis, giving the dam account 
a service life ranging from 100 to 141 years. 

“In our opinion such plant items as are mentioned above have a limited service 
life and are properly subject to depreciation allowances in order to prevent the 
impairment of capital. We believe that the general practice of treating such 
property as depreciable is clearly correct and that the novel treatment proposed 
by respondents is not sound from either the financial or regulatory viewpoint.” 


APPENDIX L 


QUOTATION FROM DECISIONS OF THE TAX COURT OF THE UNITED STATES UNION 
ELECTRIC COMPANY OF MISSOURI V. COMMISSIONER OF INTERNAL REVENUE DOCKET 
NO. 10252, MAY 11, 1948 


Reference: Reports of the Tax Court of the United States, January 1, 1948, to 
June 30, 1948, Vol. 10, P. 806 


“The respondent is wrong in holding that these expenditures resulted in the 
acquisition of assets which do not exhaust with use and are not subject to al- 
lowances for depreciation. A substantial part of the expenditures did not result 
in the acquisition of any asset separate and apart from the hydroelectric plant. 
For example, the amount spent for moving bodies from cemeteries in the terri- 
tory to be used as the reservoir and for the replacement of public highways and 
buildings, which had to be closed or destroyed because of the reservoir, were 
all a part of the cost of the complete hydroelectric plant, but did not result in 
the acquisition of any separate asset. The terms of some of the rights, ease- 
ments, and other interests in land are coextensive with the period during which 
the present dam, or any other dam at or near the same site, will he used for 
water-power purposes. The evidence shows also that the interests in land in- 
volved in this issue had no value except as they were used in connection with 
the production of hydroelectric power at this location. Depreciation is allowable 
where the useful life of an asset can be estimated with reasonable certainty. 
Thus, if the probable useful life of this site for hydroelectric power purposes were 
known, the expenditures in question, being a part of the cost of the petitioner’s 
plant, could be recovered over that period.” 
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Exursit 8 


Marcu 13, 1957 . 
Hon. RUSSELL HARRINGTON, 
Commissioner, Internal Revenue Service, pr 
Washington 25, D.C. gr: 
DEAR COMMISSIONER HARRINGTON: During recent hearings conducted by this ac 
subcommittee in executive session, one of our witnesses, Mr. Leonard Spacek, : 
partner, Arthur Andersen & Co., certified public accountants of Chicago, Il] sO 
proposed that railroads be permitted to depreciate roadway grading, and tunnels Re 
for Federal income-tax purposes. In his prepared statement, Mr. Spacek pr ye 
posed legislation to permit such depreciation, but upon questioning by members tu 
of the subcommittee, stated that it was his opinion that such depreciation could wh 
become available to railroads under existing law. me 
I am enclosing herewith relevant excerpts from Mr. Spacek’s prepared stat ane 
ment and would appreciate your opinion as to whether such depreciation is pe a 
missible under existing law. 
Inasmuch as the matter is currently the subject of subcommittee study, | 
would very much appreciate it if this opinion could be made available to us 
or before March 25. 
Sincerely yours, 
JOHN A, BLATNIK, 
Member of Congress, Chairman, Legal and Monetary Affairs Subcommitt: 
An 
TREASURY DEPARTMENT, Be 
OFFICE OF COMMISSIONER OF INTERNAL REVENUF, 
Washington, March 22, 195 V 
Hon. JoHN A. BLATNIK, sta 
Chairman, Legaland Monetary Affairs Subcommittee, ren 
House of Representatives, Washington, D.C. the 
My Dear Mr. CHAIRMAN: This is in further reply to your letter dated Marc! peo 
18, 1957, in which you ask the position of the Internal Revenue Service with sior 
respect to depreciation of railroad grades and tunnels. it is 
It has been the consistent position of the Service that the costs of railroad I 
grades and tunnel bores are nondepreciable capital investments. However, bee: 
cribbing, retaining walls, tunnel portals, tunnel linings, ete., are considered tion 
depreciable. Tunnel bores and railroad grades are not subject to exhaustio1 fina 
wear, and tear that cannot be completely offset by proper maintenance. In fact I, 
a properly drained and maintained railroad grade improves with age throug! Inis 
settling and compaction. As long as the railroad operates over the particular line ace 
the life of the grade and tunnels is indefinite, depending upon the continuance of prof 
the railroad project rather than any life limitation inherent in the grade 01 is i 
tunnel. Whenever it can be foreseen with reasonable certainty that the railway ae 
line will be changed or abandoned, the adjusted basis of these assets may lb pub) 
written off over the remaining period of their lives, or deducted in full in the in t 
year of abandonment or retirement if such event could not have been foreseen we ; 
The position of the Service is based upon G. C. M. 9357, C. B. X-1, page 38° W 
(1931), from which the following quotation is in point: atta 
“It is apparent from the foregoing that in general the allowance for deprecia publ 
tion must be confined to property which gradually approaches a point where its to si 
usefulness is exhausted, and that it may be made only where the property has a acco 
determinable useful life reasonably susceptible of measurement. It is equally hold 
clear that the deduction may not be claimed with respect to items which, although “Yes 
they represent capital investments, do not enter into the cost of wasting 01 grou 
depreciating properties or are not reasonably attributable to such properties com] 
(See Paducah Water Co. v. Commissioner, supra (83 Fed. (2d) 599).)” com; 
The policy of the Service with respect to the related question of depreciation acco 
on hydroelectric reservoir clearance costs and electric transmission line rights the » 
of-way to which you refer was reconsidered in 1955, in the light of the decision publi 
in the case of the Union Electric Company of Missouri (10 TC 802, Affd. 177 peter 
Fed. 2nd 269) by the Chief Counsel and the Under Secretary of the Treasur ally | 
and reaffirmed in Revenue Ruling 55-729 (C. B. 1955-2—53). As stated in that firms 
ruling, the useful life of such expenditures depends on the life of the hydroeleetri: reput 
project as such, and not on the useful life of the dam or other assets subject t: requi 
exhaustion, wear, and tear. entre 
In the case of railroad grades and tunnel bores, as in the case of hydroelectri: pract 


reservoirs and transmission line rights-of-way, the basic reason for denying 
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awk 


depreciation is that the lives of such assets are not reasonably susceptible of 
measurement as required by G. C. M. 9357. 

Furthermore, the Interstate Commerce Commission, which has authority to 
prescribe the accounting system for railroads, does not allow depreciation on 
grade and tunnel bores, but only on the depreciable elements recorded within 
account 3—“Grading” and account 5—Tunnels and subways.” 

In view of the fact that no major railroad line has ever been abandoned, and 
so far as is known no such abandonment is contemplated at this time, the Internal 
Revenue Service has no basis for determining the useful lives of any railroad as 
a whole. Consequently, since ordinarily the useful life of 
tunnel bore depends on the life of the railroad rather than 
which is indefinite, such useful lives are not reasonably 


a railroad grade or 
m the life of the asset, 
susceptible of measure- 
ment. It is therefore the opinion of the Service that depreciation on railroad 
grades and tunnel bores is not nllowable under the 1954 Internal Revenue Code, 
except under the special conditions previously explained. 
Very truly yours, 


RUSSELL C, HARRIN( ON, ¢ nmimission 


Exuinir 9 
PROFESSIONAL ACCOUNTANTS AND THEIR PuBLIc RESPONSIBILITIES 


An Address by Leonard Spacek, Managing Partner, Arthur Andersen & Co., 
Before Milwaukee Control, Controllers Institute of America, February 12, 1957 


When I was asked to speak to you on the subject of misleading financial 
statements, I accepted with some hesitation. As many of you know, my previous 
remarks on this subject have evoked critical comments from my colleagues in 
the accounting profession and from others in the business world. Some of these 
people say it is not helpful to talk of the failure of the public accounting profes 
sion to provide truthful fina 1 statements. This is not my view. I believe 
it is better to light a candle than to complain about the darkness. 

I think it is fitting that an inquiry of this kind be conducted before this grou] 
because your work is interwoven with mine. Your fate and that of the corpora 
tions for which you work is closely tied to the maintenance of hig! 
financial reporting. 

Let me state the problem simply and frankly. There is only one reason for 
misleading financial statements. It is the failure or unwillingness of the public 
accounting profession to square 





rh standards of 


its so-called principles of accounting with its 
professional responsibility to the public. To better understand this failure, it 
is necessary to search out and try to explain the basic function of the public 
accounting profession. What is that function? What is the justification for the 
public accountant’s existence? These are not facetious questions. Every person 
in the publie accounting profession must have the answers to these questions if 
we are to discharge the responsibilities for which we are paid. 

Why are reports of certified public accountants necessary or desirable as an 
attachment to the corporate financial statements which are submitted to the 
public and to the Securities and Exchange Commission? Why is credence given 
to such reports? Is it because the public has come to believe that certified public 
accountants are a group of professional people who accept the responsibility of 
holding true to the public’s standards of accountability? I think the answer is 
“Yes.” The public assumes that a public accountant’s report is free of bias and 
grounded on facts developed independently of the representations made by the 
company being reported on. Such reports are accepted as assurances that the 
company’s statements can be relied upon. To make sure that certified public 
accountants are reasonably qualified for this responsibility, the legislatures of 
the various States have established protective laws governing the practice of 
public accounting. These laws establish minimum standards of technical com- 
petence for the accounting candidate seeking to represent himself as profession- 
ally qualified to express an opinion on the financial statements of others. Many 
firms of certified public accountants, on their own initiative, have built public 
reputations of performance and responsibility far beyond the minimum standards 
required by law. This is not always true for all firms or individuals, or for new 
entrants in the field of public accounting. Therefore, the laws governing the 
practice of public accounting benefit all practitioners and the public, and must 
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be carefully guarded. The accounting profession has very good minimum stand- 
ards of technical qualification. But what does this mean? The meaning is 
the same as that attached to the possession of a medical or law degree. It assures 
the public that the successful candidate has sufficient knowledge of his profes- 
sional duties to be held accountable for his actions. It means no more. A person 
with a C. P. A. degree is not necessarily qualified to do a good job, or even a fair 
job, in his profession. This is true in the medical and legal professions as well. 
When a degree is granted, the candidate has met the bare minimum of profes- 
sional qualifications. His feet are on the bottom rung of the ladder. His capa- 
bilities, his standards of performance, his establishment of ability and reputation 
are before him—on the way up the ladder. These can be obtained only through 
conscientious work, experience, and self-training in actual practice. This field 
of practice is the area in which I am primarily interested—it is that area I wish 
to discuss with you. 

The public has given our profession all of the independence that can be 
established by law, consistent with maintaining an unyielding sense of respon- 
sibility to the client. The public has given our profession the protection, the 
recognition, and the tools to do the job. We have no excuse to the public for 
lack of freedom to perform our work to the utmost of our abilities. 

With this background of our profession, the Securities and Exchange Acts 
were enacted in 1933 and 1934. The stated objective of these laws was to elimi- 
nate the causes of the financial collapse of 1929. To accomplish this objective, 
it Was necessary to provide assurances that financial statements of businesses 
would be truly not misleading. Without such assurances, all public media of 
communication, such as radio, mails, stock exchanges, and newspapers could be- 
come accessories to the conveyance of misleading information to the public. 
Therefore, someone—private or governmental—was needed to verify the reli- 
ability of financial information reported to the public. The public accountant 
was professionally qualified to do the job. He was not created for the job. He 
was a professional man who had been doing a similar but not fully comparable 
job on a discretional basis long before the enactment of the Securities Acts. It 
was made a requirement by law that his services be used. Needless to say, 
this was a considerable boon to the public accountant. 

But the enactment of the Securities Act also placed grave responsibility upon 
the corporate controller, along with the public accountant, to see that financial 
statements were not misleading. You and the public accountant are, in that 
respect, in the same boat. Our common responsibility is to determine when 
financial statements are not misleading and when they are misleading. 

How do certified public accountants determine when the statements are cor- 
rect, and not misleading? Did we create a class of autocrats who need give no 
more than their personal approval that financial data is ready for public con- 
sumption? Thank God no such thing was done. How then were certified public 
accountants to determine the correctness of financial statements? Were they 
free to set up transitory standards to be followed by each corporation as it was 
audited? Were the standards to be different among firms of auditors? Or would 
corporations set up their own standards and then select accountants who would 
agree? Were there to be first-, second-, and third-class standards of account- 
ability, depending upon which public accountant was selected? 

There was to be no such thing. Congress put long, sharp teeth into the Securi 
ties Act of 1933. The Securities and Exchange Commission was given power to 
define and prescribe accounting for corporations subject to its jurisdiction. 

Let me clearly state this point. The Securities and Exchange Commissio! 
today has the latent power to prescribe all-inclusive rules of accounting for busi 
ness. These rules could be made even more rigid than any prescribed for the 
utility or railroad industries at the present time. The Securities Act of 1935 
says so in the following words in section 19 (a): 

“The Commission shall have authority from time to time, amend, and rescind 
such rules and regulations as may be necessary to carry out the provisions of this 
title, including rules and regulations governing—and defining accounting, techni 
eal, and trade terms used in this title. Among other things, the Commission shal! 
have authority, for the purposes of this title, to prescribe the form or forms in 
which required information shall be set forth, the items or details to be shown i 
the balance sheet and earning statement, and the methods to be followed in th: 
preparation of accounts, in the appraisal or valuation of assets and liabilities, i 





the determination of depreciation and depletion, in the differentiation of recur- 
ring and nonrecurring income, in the differentiation of investment and operat- 
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ing income, and in the preparation, where the Commission deems it necessary or 
desirable, of consolidated balance sheets or income accounts * * *” 

Statutory authority for the Securities and Exchange Commission to promul- 
gate accounting rules and regulations is also contained in the Securities Exchange 
Act of 1934, the Public Utility Holding Company Act of 1935 and the Investment 
Company Act of 1940. 

This is the Damocles sword that hangs over the head of the accounting pro- 
fession. I did not put it there, neither did you. The public did. And that 
sword will fall, if we fail to give the public truthful financial statements. 

Now, how did we escape the bureaucratic form of accounting control which 
could have been exercised under the authority given to the Securities and Ex- 
change Commission. Remember, there were no criteria by which to determine 
what standards of reporting would be required by the Commission or how they 
would be administered? The answer is that Congress followed a very conserva- 
tive and democratic course by adopting a private enterprise method of business 
regulation. Congress delegated to the public accounting profession the respon- 
sibility for certifying balance sheets and profit and loss statements required in 
connection with the issuance of securities. The Securities and Exchange Com- 
mission further required accountants to state in their certificates that such 
financial statements were prepared in accordance with “generally accepted prin- 
ciples of accounting.” The Securities Exchange Act of 1934 delegated discretion 
to the Securities and Exchange Commission to require financial statements to be 
certified by independent public accountants and the Commission has required 
certification in most cases. 

This is how public accountants got the job of certifying financial statements 
required to be filed with the Securities and Exchange Commission. The appear- 
ance of an accountant’s certificate in a corporation’s annual report is optional 
with the corporation. But it is very seldom omitted because of the added pro- 
tection given to management and directors. 

I think it is clear that the securities acts intended that all accountants ob- 
serve the same standards in determining the correctness of financial statements 
of corporations. These uniform standards are described as being “generally 
accepted principles of accounting.” Who sets these standards or principles? 
Presumably, the public accounting profession. In line with this requirement, my 
partners and I ask ourselves these very elementary questions : 

(a) What are these principles of accounting that must be observed in 
our work? Who makes them, and how? 

(b) When and how do we know that they are generally accepted and what 
constitutes general acceptance? 

In discussing these questions and in proposing methods to resolve them within 
the publie accounting profession, the partners of our firm are rebuffed at every 
turn. We are criticized for being critical of the profession for not assuming 
leadership in fulfilling the responsibility which the profession owes to the pub 
lic. We are criticized because we allow our own clients to follow practices which, 
we have publicly questioned. I propose tonight to answer these criticisms in he 
half of each of my partners. 

May I divide my views into four main points. 

First: I described the background of the profession’s public responsibility to 
certify corporate financial statements. To fulfill this responsibility, the pro- 
fession must also critically review its standards. This must be done to deter- 
mine that they are in fact those standards of accountability which the publie 
has accepted as fair in financial dealings among the various segments of its 
membership. It is the contention of our firm that the standards of morality and 
proper performance are not in the hands of the public accountant, but rather 
in the hands of the public. The accountant has the responsibility to see that 
the standards of financial accountability imposed on corporations under the term 
“venerally accepted accounting principles” are those which meet the standards 
of morality and economic truth as dictated by the public and which result from 
public law. Blindness or refusal to recognize these facts will not eliminate 
them. Property values, for example, are set by the public, not by the accountant. 
He merely interprets them. Neither is it the public accountant’s job to de- 
termine whether the facts are good for the public. He has no power of regu- 
lation. Therefore, the standards of financial accountability must be defined 
by the profession to give everyone assurance that they are clearly in accord with 
the public’s standards of morality. This the profession has not done. It has 
not measured the rules of accounting against the truth of results obtained from 








256 RAILROAD ACCOUNTING PROCEDURES 


their application. Furthermore, the profession has not provided the mechanism 
by which misleading rules can be questioned. If the public accounting profes- 
sion does not soon create within its own profession a medium to determine, 
without equivocation, the basis of generally accepted principles of accounting, 
the profession will have failed in the responsibility placed on it by the public, 
by Congress, and by the Securities and Exchange Commission. 

This prerogative may be withdrawn by the Securities and Exchange Commis- 
sion as easily as it was given. If this happens your corporations will be re- 
quired to follow accounting rules dictated by Government. Public accountants 
will become examiners for the Securities and Exchange Commission. That func- 
tion is now being performed by most auditors of railroads. They are merely 
examiners for the Interstate Commerce Commission. They perform no function 
for the public—only for the Commission. They do not venture to accept the 
responsibility for stating when the Commission is wrong. 

Am I rocking the professional boat because I desire to shore up and assure the 
continued existence of private enterprise accounting so that all business will be 
spared control of financial records by Government? Arthur Andersen & Co. is a 
part of the public accounting profession. ‘The partners of our firm believe that 


the public acounting profession is not in important respects carrying its public 
responsibility in the certification of financial statements at the present time. We 
believe that the profession’s existence is in peril. Until the profession estab- 
lishes within its framework (@) the premise of an accepted accounting principle, 


ib) the principles of accounting that meet those premises, and (c) a public 
forum through which such principles of accounting 
is dedicated to airing in public the major shortcomings of the profession. 
Second: We are accused by our professional colleagues of criticizing the very 
accounting principles which we use and observe in the certitication of our clients’ 
financial statements. I admit this. The statement is mace that, therefore, we 
are inconsistent. We believe this criticism indicates a misconception of the 
profession's interpretation of its responsibility to its clients al to the public. 
As I have already stated, our understanding of that responsibility is to certify 
our clients’ affairs according to those standards of generally accepted accounting 
principles to which all corporations are subject. All corporations compete in the 
public arena for product acceptance, for new capital, for favorable public ap- 
praisal of the value of their securities outstanding, and for growing contributions 
to a higher standard of living. Our clients have the right to prepare their finan- 
cial statements on the same basis as the financial statements of the corporations 
with which they are competing. We cannot interfere with this right. We, as 
auditors, cannot impose upon our clients new principles of financial 


iti iay be determined, our firm 





account 
ability when those principles are not accepted by the accounting profession and 
business generally, even though we are strongly convinced of their merit, As 
umpires we cannot rewrite the rules of the game for only one team Che rules 
must be applied alike for all teams in the league. To do otherwise would be the 
same as if the umpires allowed the Milwaukee Braves only 2 strikes for an out 


while all other teams were allowed 3. Regardless of how much merit there would 


h 
be to the change, it would be improper to apply it to only certain teams. We 
will give each of our clients and their shareholders all the benefits accruing to 
them under generally accepted accounting principles, except in those cases where 
we believe that such principles are at variance with the concepts for which there 
is, or has been, substantial acceptance. Likewise we will not accept from our 
clients a restriction on our right to improve rene raily accepted ] rin ipl eof a 
counting applicable to all corporations in the way we ee fit 


t can truthfully say that not one of our clients has objected to our efforts to 
advance generally accepted principles of accounting even though our views have, 
at times, conflicted with theirs. 

Third: We believe that generally accepted accounting priaciples must be deter- 
mined on the premise of impartial treatment of each of four segments of our 
society, i. e., the stockholder, the customers, the nanagement, and Inbor. We 
do not believe that the profession has scrupulously held to this premise. Indeed, 
the use of generalities and committee decisions not suscepti 
challenge, or proof appears to indicate an unwillingness on the part of the profes- 
sion to carefully explain the basis cf accepted accounting principles 

We believe that every principle adopted should demonstrate why it results in 
a fair accountability. To the stockholders because they are the owners. To the 
customers because they are interested in the financial position of all corpora- 
tions from the viewpoint of profit and price. To management because of the 


e to understan Ij 


ine, 


adequacy of its ability of direction and performance is appraised by stockholders 
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on the basis of the accounting made. ‘To labor because its pay is in a large 
measure determined by sharing the true profit of the business. Labor is an 
entirely new factor in the determination of accounting principles. Yet the pro- 
fession has done nothing to determine that earnings statements are properly pre- 
pared to show realistic earnings as between employer and employees. On 
December 10, 1956, the Supreme Court of the United States ruled that corpora- 
tions must supply wage data to unions without proof of specific need. This 
includes profit and loss Statements, if the corporation pleads it cannot afford 
wage increases. Do income accounts. as now determined, furnish a true state- 
ment of earnings as between stockholder and labor? The answer is an emphatic 
“No.” Present income statements show deductions for depreciation, which is 
the measure of capital consumed, on the basis of price levels of 10, 15, 20, or 50 
years ago. Would labor expect to have its wages priced at 1920, 1930, 1940, or 
1950 levels? Certainly not. Why then should capital consumed be priced at such 
levels? The cannibalism of capital by inflation is enormous. No one can deny this 
fact. Yet the accounting profession holds to principles of nominal dollar account- 
ability. 

Until new thinking prevails, generally accepted accounting principles will have 
little substance, as now illustrated by the example of the accounting prescribed 
by the Interstate Commerce Commission for the railroads. The railroads fol- 
low accounting rules completely different from those followed by all other busi- 
nesses. These rules are imposed on the public to the publie’s detriment. I do 
not have time in this discussion to demonstrate the vicious damage done to the 
public by the Interstate Commerce Commission’s accounting rules. It is suffi- 
cient now to point out that Congress through the Securities and Exchange Com- 
mission imposes generally accepted accounting principles on all corporations 
except the railroads. Congress placed railroad accounting under the Interstate 
Commerce Commission and that Commission completely ignores the principles 
of accounting made mandatory for other corporations. This has happened con- 
trary to the intent of Congress, as expressed in the Securities Act of 1933. to 
achieve uniformity in financial statements of corporations. Newspapers and 
other media of public information report railroad earnings per share on common 
stock and other financial data as though this information was meaningful and 
comparable to that of other corporations. The Interstate Commerce Commis- 
Sion’s only defense to the charge of overstated railroad profits resulting from 
prescribed accounting rules is that interested parties discount the overstatement 
and, therefore, a correction would be confusing. What is meant by this defense 
is that everyone knows railroad accounting is wrong, and to now give the publie 
something that is right, when they expect it to be w rong, would be confusing, 
This is the same as accusing a liar of lying because he wants to change to the 
truth. Well, it is probably true that the overstated profits of the railroads have 
been discounted by smart Wall Street speculators. All the big Speculators know 
about it through their advisers. The general public, however, are uninformed— 
they do not have advisers at their elbows to point out the weak spots. The gen- 
eral public consists of people who have not discounted overstated railroad earn- 
ings. This is the public Supposedly protected by the Interstate Commerce Com- 
mission. That Commission is protecting the public by leading them to a shearing 

Let me give you a few of the absurd practices in railroad accounting which have 
helped label the industry as dying. These practices, in my opinion, have con- 
tributed greatly to the mistreatment and poor appraisal of the industry in the 
minds of the public. How can any industry show a dynamic, progressive future 
i is not given a chance to show its true condition ? 

\. When a railroad replaces rails and ties with like property, the cost of the 


‘W facilities is charged to expense. Many nonrailroad companies d this 50 
years ago, and none of them do today 
rhe balance sheets of railroad companies show costs for rails, ties, and 
lin other road property that has in lare part been retired long ago. Under 
esentiy accepted railroad accounting. this property stays in the accounts No 
ne knows What is in the property account or what is not in it. 
©. The cost of rails and ties and certain other road property is not depreciated 
tall. Presumably, the Interstate Commerce Commission thinks this is « ifset by 
replacements charged to expense. Burt replacements charged to ¢ xpense are not 
Inace if the railroad management wants a bigger profit Of course, over a long 
period, say 25 years, this accounting could be right. In the meantime, investors 


not know the true profit or loss. 
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D. If an electric, gas, or oil company digs a hole in the ground for property 
installation, the cost is depreciated over its useful life. If a railroad grades a 
roadbed, it is not depreciated for tax or book purposes. 

E. The big profit maker for railroads was 5-year amortization of property costs 
for income-tax purposes. Railroad managements testified under oath that they 
were getting a deferment of taxes. In later reports to stockholders, they said the 
deferment of taxes was all profit. In some cases, the temporary tax reductions 
doubled reported profits. No other industry follows this practice. 

Accounting principles, if properly determined, must be applicable to all corpo- 
rations alike. As Senator Lucas, the Democratic leader in the Senate under the 
New Deal administration, stated concerning the Securities Act of 1983: 

“It is clear that Congress intended the Securities and Exchange Commission to 
exercise such control over accounting as would insure accurate disclosure and 
make the accounts of different companies comparable.” [Emphasis supplied. ] 

What is the quality of our accounting reports by this intended standard of 
Congress? I'll give you the words of no less an authority than the former treas- 
urer of R. H. Macy & Co., president of Associated Dry Goods Corp., professor at 
Princeton and Columbia University, and author—Mr. Oswald W, Knauth. He 
states: 

“Comparisons between two companies in the same industry, and to a greater 
extent between two companies in different industries and between entire indus- 
tries, are so arbitrary as to be not only worthless, but dangerous.” [Emphasis 
supplied. ] 

In this state of affairs the public accounting profession adds favored industry 
practice after practice to the list of accepted principles of accounting. A rail- 
road can follow a practice diametrically opposed to practices followed by other 
businesses in accounting for taxes, depreciation, maintenance, and plant cost. 
This is absolutely unjustified. Oil companies have a choice of practices in 
capitalizing drilling cost that can result in either a profit or a loss—depending 
on the practice selected. A corporation borrowing for construction will record 
a liability if the borrowing is secured by a note or bond. sorrowing in the form 
of a lease avoids the necessity of recording a liability. If one corporation defers 
taxes for 5 years, it must provide for a future liability. If another corporation 
defers taxes for what is considered a long time the liability can be ignored and 
more profits can be reported. This is the fairyland of today’s accounting prin 
ciples. Exactness will never be accomplished in accounting. But we should not 
kick the bottom out of a barrel because the leak has not been plugged. 

Fourth: The profession has not exhibited the independence and ability which 
the public is entitled to expect. This is also indirectly responsible, in my 
opinion, for the profession’s very lax method of establishing the basis and 
authority for accounting principles. Let me illustrate by giving several 
instances : 

A. The committee on accounting procedure of the American Institute of Ac- 
countants is supposed to be the watchdog in establishing and improving account- 
ing principles. Recently that committee had an important accounting principle 
under consideration. One of the leading industries heard about it. That industry 
didn’t like the effect of this principle on reported profits, and some of its mem- 
bers began applying pressure on the committee to discontinue their discussion 
of the proper accounting. The committee yielded quickly. Proper accounting 
principles in this case were not even discussed, and the public is not yet in- 
formed of important factors affecting profits of the industry. There is absolutely 
no reason why such matters under consideration should not be publicly discussed. 
Open discussion should be one of the profession's stated objectives. But needless 
to say, such discussions should not be dropped because an industry affected brings 
pressure upon the participating professional accountant in discharging his re- 
sponsibility to the public. Independence of the profession is a first prerequisite 
to its work for the public, but performance in this case casts doubt on the inde 
pendence of the profession. 

B. The same committee on accounting procedure adopted the position that 
there cannot be substantial dissent to the views expressed in its published bul- 
letins. If we are to wait for a pronouncement of an accounting principle and the 
authority for it until there is unanimity of view, it means the profession must 
wait until there is no need for the pronouncement. 

If we in our profession do not establish an accepted principle of accounting 
because there are wide differences of viewpoint, we are then ignoring the very 
reason why a decision should be made. The public is the one damaged and mis 
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led by the delay even for an interim period—and yet it is the public that the public 
accountant has assumed responsibility to serve. The variation in alternate 
methods of accounting are so great that members of the same accounting firm 
can take the witness stand and express opposite viewpoints of accepted prin- 
ciples. What chance has the public to understand us, if our standards permit 
completely opposite courses with opposite results. Public accountants should 
heed the words of Justice Cardozo, who said, “Fraud includes the pretense of 
knowledge when knowledge there is none.” 

C. A top financial man who has great responsibility for financial policy of 
many companies on the west coast recently made this statement concerning the 
certified reports of public accountants: “I have never met an honest public 
accountant.” He, of course, used the term “honest” in the sense that the profes- 
sion’s independence was not as reliable as it had led the public to believe. Does 
this mean, we, as a profession, are hoodwinking the public? It does not, but it 
does mean that the reasons for such comments must receive serious attention. 

D. In another case a financial leader said “I know that the high ethical leaders 
of the public accounting profession like to believe that they can and do make a 
searching investigation of their clients. It is obvious that they are deluding 
themselves.” Is our profession so impressed with its ivory tower position in 
the public mind that we are not hearing these basic criticisms of our work? 

E. In another case a top financial man at the policymaking level said he used 
public accountants to establish public confidence, but in fact the accountants 
accepted figures submitted to them by companies which they audited even though 
many of the companies examined were insolvent. Does this not indicate that 
the profession should inquire into its performance in discharging its public 
trust? 

F. In June of 1956 the American Institute of Accountants established a special 
committee to investigate and report on the divergencies between “generally ac- 
cepted principles of accounting” and the accounting practices prescribed for 
railroads by the Interstate Commerce Commission. What were some of the 
worries of the majority of the committee members? They were worried that 
the railroads would not engage auditors if the auditors expressed their opinion 
in terms of “generally accepted accounting principles.” They were worried that 
the truth would be confusing to the public. And worse, they expressed concern 
that accountants could not certify that railroad financial statements are pre- 
pared in accordance with generally accepted accounting principles because the 
present railroad accounting practices are so bad. The committee has deliberated 
for months on whether the accounting principles followed by the railroad com- 
panies, which they have audited for years, conform to generally accepted ac- 
counting principles. This deliberation was considered necessary, even though 
this conclusion should have been reached by each of them before they signed pre- 
viously issued audit reports. 

I ask you whether it would not better serve the public interest, if railroad 
financial statements were issued without the delusion of such audit reports? 
Is the truth to be withheld at the accountant’s discretion on the premise that 
the public should not be confused? What license is given to the accountant to 
consider the public’s state of mind in determining whether to withhold or dis- 
close information? Is this the accountant’s publie responsibility? 

While this committee’s activties were supposedly conducted behind closed 
doors, the interest of the railroad industry was not excluded. Their viewpoint 
was delivered in emphatic terms, “Make sure that no recommendations are made 
which would affect the railroad companies adversely from the standpoint of 
regulation or income taxes.” This clearly meant that proper accountability to 
the public was to be subordinated to the interests of the railroad industry. There 
is no greater harm to the independence of the accounting profession than sub- 
mission to this influence. 

I do not mean that the accounting profession is capable of infallability in de- 
termining accounting principles. We will always have to contend with human 
failures. But these human failures should not be compounded by lack of funda- 
mental objectively. The public accounting profession needs and must have a firm 
foundation from which to start discharging its responsiblity to the public. We 
must be willing to put aside all personal interests and prejudice in our search 
for correct accounting principles. This will decide whether or not you will receive 
your accounting guidance and instruction from the Government. This will decide 
whether public accounting has a right to its profession or will become slaves 
to Government. 
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ExuHIBIT 10 


ARTHUR ANDERSEN & CoO., 
Chicago, Iul., May 10, 1957. 
Hon. JoHN A. BLATNIK, 
Chairman, Legal and Monetary Affairs Subcommittee, 
Committee on Government Operation, 
House of Representatives, Washington, D. C. 

DeEAR Mr. BLATNIK: I would appreciate having this letter, together with attach 
ments, made a part of the record of the hearings in accordance with the procedure 
which you outlined. 

Replacement accounting was approved by the committee on accounting pro- 
cedure of the American Institute of Accountants in the absence of evidence as 
to the proper accounting and the effect of their decision. This is best indicated 
by reviewing a draft of the report of the committee on relations with the Inter- 
state Commerce Commission and the changes which were made in that report 
by the committee on accounting procedure. The changes and the deemphasis of 
the lack of facts as a basis of decision can be noted by comparing the following 
quotations: 


Per the March 22, 1957, draft of the report to the Interstate Commerce 
Commission 


“(1) Because of the unique nature of this type of railroad property, its reli- 
tively stable physical quantity, and the mature economic status of the industry, 
the method in use should tend to produce in practice charges to income approxi- 
mating the charges under depreciation-maintenance procedures. 

“(2) The extent of the difference, if any, in the amounts of periodic charges 
that would be called for under the two methods has so far not been factually 
established. 

“(3) In the light of the circumstances described in (1) and the absence of 
positive information referred to in (2), no substantial useful purpose would 
appear to be served by a change to depreciation accounting techniques at this 
stage in the economy of the railroads.” [Italic added.] 


Per the March 29, 1957, final report to the Interstate Commerce Commission 


“The committee believes that ‘replacement’ accounting does not accord with 
practices generally followed by other industries. As to track components, how- 
ever, the committee, in consideration of the long history of the use of replace- 
ment accounting by railroads with respect thereto, the unique nature of this 
eategory of railroad property, its relatively stable physical quantity, and the 
mature economic status of the industry, has concluded, with one member dis- 
senting, that no substantial useful purpose would be served by a change to depre- 
ciation-accounting techniques in the absence of evidence indicating that depre- 
ciation-maintenance procedures would provide more appropriate charges to in- 
come for the use of such property.” [Italie added.] 

In my opinion, the committee’s conclusion, “in the absence of evidence,’ is 
contrary to certified public accountants’ professional responsibility for expression 
of independent opinions based on facts. 

The member of our firm, Mr. Arthur J. Abbott, who dissented to the report of 
the majority of the committee on relations with the Interstate Commerce Com- 
mission, was instructed to limit his dissent to “specific conclusions in the report 
of the majority.” He was denied the right to have the full factual basis of 
his dissent made a part of the committee report. A copy of the letter limiting 
Mr. Abbott’s right of dissent is attached. 

The Federal income taxes for which payment may be deferred until later 
years under accelerated-depreciation methods permitted under section 167 of 
the Internal Revenue Code should be provided in the accounts of railroads. 
However, the committee on accounting procedure of the American Institute of 
Accountants has issued a bulletin making such a provision a permissive practive 
rather than a principle which should be recognized in the accounts of all busi- 
nesses. 

The draft report of the committee on relations with the Interstate Commerce 
Commission would have recommended the recording of these deferred taxes on 
a permissive basis like the American institute bulletin. However, the commit- 
tee on accounting procedure of the American Institute of Accountants changed 
the report so as to indicate that provision for these deferred taxes is commonly 
recorded by other regulated industries. The following quotations demonstrate 
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how the American institute’s bulletin on this subject causes considerable mis- 


understanding, and how it fails to provide the basis for uniform and proper ac- 
counting by all businesses: 


Per the March 22, 1957, draft of the report to the Interstate Commerce Commission 


“* * * if the Commission requires the continuance of straight-line depreciation 
in the accounts, even though some railroads have adopted one of the accelerated 
methods of depreciation for tax purposes, the question would arise 
whether it would be appropriate to give accounting recognition to deferred 
income taxes. However, under generally accepted accounting principles in the 
ordinary situation, deferred income taxes need not be recognized in the accounts 
unless it is reasonably certain that the reduction in taxes during the early years 
of use of the declining-balance method for tax purposes is merely a deferment 
of income taxes until a relatively few years later, and then only if the amounts 
are clearly material.” [Italic added.] 


Per the March 29, 1957, final report to the Interstate Commerce Commission 


“* * * Tf the Commission requires the continuance of straight-line depreciation 
in the accounts, even though some railroads have adopted one of the accel- 
erated methods of depreciation for tax purposes, the question would arise whether 
it would not be appropriate to give accounting recognition to deferred income 
taxes. In this connection it should be pointed out that provisions for the defer- 
ment of income taxes under similar circumstances is commonly followed by 
other types of regulated companies under the jurisdiction and with the approval 
of many regulatory commissions.” 

The above quotation from the draft report dated March 22, 1957, was based 
on the American Institute bulletin which made the provision of deferred taxes 
permissive, thereby causing inconsistent accounting practices among businesses. 
To clarify the applicability of the bulletin to regulated companies, the institute 
published an explanation in the February 1955 issue of the Journal of Account- 
ancy. A copy of this explanation is attached. 

By reviewing the above quotation from the draft report of March 22, 1957, 
and the explanation published in the Journal of Accountancy, one can readily 
see that it is intended that regulated industries, such as railroads, provide the 
deferred taxes. Also, it is apparent that nonregulated businesses may, according 
to the American Institute, provide the deferred taxes or overlook this require- 
ment and report the tax deferral as additional income. 

We believe that provision should be made by all businesses for deferred taxes 
arising from accelerated depreciation. 

If you have any questions in regard to the above, please call me collect. 

Sincerely, 


LEONARD SPACEK. 


AMERICAN INSTITUTE OF ACCOUNTANTS, 
New York, N. Y.. March 26, 1957 


‘ 


Mr. Artuur J. ABBOTT, 
120 South La Salle Street, Chicago, Ill. 


DEAR Mr. Appotr: I have discussed with Mr. Murphy and with President 
Eaton the type of dissent which might properly be included as an expression 
of your views in the formal report of the institute’s committee on relations with 
the Interstate Commerce Commission, which is now in preparation. 

Based on the precedents developed in other institute committees, a dissent 
in circumstances of this kind must be limited to reasonable length, and must deal 
exclusively with specific conclusions in the report of the majority. 

The draft of dissent which you submitted to Mr. Murphy with your letter 
of March 21 does not meet these conditions. It is far too lengthy, and it deals 
With matters other than specific conclusions in the report of the majority. 

Mr. Eaton has requested that the report of the committee be filed with the 
Interstate Commerce Commission by April 1. 

It is suggested, therefore, that 1 of 3 courses is available: 

First, that you prepare a condensation of your dissent which meets the 
conditions indicated. 


Second, that the chairman of the committee prepare condensation which he 
considers appropriate. 
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te 
Third, that the majority report be filed with a simple statement that your ' 
name has been omitted as a signatory because of your disagreement with 3 
the conclusions of the majority. ; 
The third course will be followed if one of the other alternatives is not 
adopted by the time the majority report is ready for filing. ‘ 

Yours sincerely, 
JoHN L. Carey, Executive Director. 
[From the Journal of Accountancy, February 1955] : 
‘ 
ACCOUNTING AND AUDITING PROBLEMS s 
’ 
Edited by Carman G. Blough, CPA, Director of Research, American Institute of t 
Accountants c 
ARE PUBLIC UTILITIES AN EXCEPTION UNDER BULLETIN NO, 44? 

We have received a number of inquiries as to whether the use of the phrase 5 
“in the ordinary situation” in paragraph 4 of Accounting Research Bulletin No. I 


44, “Declining-balance depreciation,” might be interpreted as meaning that the 
conclusions of the sentence in which it appears might not apply to regulated com- 
panies. The complete sentence reads: “However, the committee is of the opinion L 
that, in the ordinary situation, deferred income taxes need not be recognized 
in the account unless it is reasonably certain that the reduction in taxes during 
the earlier years of use of the declining-balance method for tax purposes is merely 


a deferment of income taxes until a relativly few years later, and then only if t: 
the amounts are clearly material.” t: 
The reason for qualifying its conclusion by the insertion of the phrase “in the s! 
ordinary situation,’ was that the committee on accounting procedure realized 
that there might be various situations in which the recognition of deferred a 
income taxes would be of special importance. Public utilities were among the T 
situations to which the committee gave particular consideration and with respect fi 
to which it visualized more cases in which deferred taxes might be of special te 
importance than would be true of business organizations generally. e 
as 
Ww 
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ExuIsIT 11 


Tax DEFERRALS 


By John W. Coughlan, B. A., B. Com., HA, MA, PhD. of Columbia Consultants, é 
Washington, D. C. 

INTRODUCTION le 

One of the most serious charges made by Mr. Spacek was that railway financial 

statements did not recognize tax deferrals. His analysis indicated that the net 

income of railroads was overstated by several million dollars by this lack of 
recognition : and that this overstatement misled investors who were not aware at! 
that railway financial statements departed from generally accepted accounting fir 
principles and were not comparable with the statements of other corporations. eff 
The purpose of this paper is to explain the meaning and examine the implica- at 
tions of tax deferrals. There has been very little attempt in the accounting lit- pa 
erature to determine the usefulness of the concept of tax deferrals. Indeed, the wa 
extent to which the accounting profession has adopted the concept is a striking is 1 
testimony to the power of that magic phrase, “generally accepted accounting | 
principles.” Once the “generally accepted” label is attached to some accounting ho 
concept by a prominent association of accountants there is a regrettable tendency re} 
for controversy, and the continued advances that go with a reexamination of old th: 
concepts, to cease. Nowhere is this tendency more regrettable than in the case lon 
of tax deferrals. The literature is surprisingly devoid of searching inquiries into on 
the meaning and justification of tax deferrals. the 
in 
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The paper is organized into three parts. The first explains the meaning of tax 
deferrals, and illustrates the difference between the position of the American 
Institute of Accountants and the accounting regulations of the Interstate Com- 
merce Commission. The second presents as strong a justification as possible 
for the recognition of tax deferrals. The third presents reasons indicating that, 
despite these strong justifications, the concept of tax deferrals is deficient. 


ACCELERATED AMORTIZATION AND TAX DEFERRALS 


To understand the nature of tax deferrals, it is best to start with an example 
To keep the subject as simple as possible, let us make the highly unrealistic 
assumption that the only expense of a particular firm is a charge for the con- 
sumption of depreciable assets. Assuming a company has a depreciable asset 
with a cost of $4 million and a life expectancy of 10 years, the annual deprecia- 
tion charge on the straight-line basis will be $400,000, The income statement 
of such a company appears in table I. 


TasBLe I.—J/ncome statement per annual report, year 1 


NO ase Sia 5 eee cetera esc obepeadnes i cece kee eens ia ees emia aaa eats collate $1, 000, 000 
Egns:  DEQPOCROns 5 ons coe a Abdiee ei sae beens ee aes 400, 000 


Net. income: Deford RmGCine Tiina i 500, 000 


Lows: Tneeme tas (0 WereGNe) no 5 is oe ere he ene ee 240, 000 
INGt ICON... nd see ee 360, 000 


Note that another simple, if unrealistic, assumption has been made—that the 
tax rate is a flat 40 percent. Abstracting from the complexities of the normal 
tax and the surtax in no way impairs the analysis, and has the great virtue of 
simplifying an otherwise technical discussion. 

The Internal Revenue Code grants permission to write off certain assets over 
a 5-year period even though these assets may have a much longer life span. 
This permission is given to those firms that have acquired certificates of necessity 
from the Office of Defense Mobilization. The certificates of necessity are issued 
to induce firms, in consideration of the tax benefits, to build new plant and 
equipment vital to the defense effort. The rapid writeoff thus granted is known 
as “accelerated amortization.” If, in the above example, the depreciable asset 
were written off over a 5-year period, the tax return would show the income state- 
ment appearing in table IT. 


TABLE II.—IJncome statement per tar return, year 1 


Sales : 
Less depreciation__- 


: arenas ehatineninet nineawatte Qhengeteripahaplneiimenenae cin cial $1, 000, 000 
suit ani teesenensilaicdentniesioassaleaiids matetadead scoreidebiamestaes 800, 000 





Wet Income beLore mics La... ae 200, 000 
SO TCO TIE oo oe ka ate eee 80, 000 


eee TOON on eee 120, 000 


Note that by writing the depreciable asset off over a 5-year period the depreci- 
ation charge has been increased from $400,000 to $800,000. The reason so many 
firms have been anxious to obtain certificates of necessity is apparent from the 
effect of this increased depreciation charge on the income tax. This tax (still 
at a rate of 40 percent of net income before income tax) is only $80,000 as com- 
pared with $240,000 in the table I illustration where accelerated amortization 
was not used. The tax benefit is $160,000 and, as will presently be shown, this 
is the figure known as the tax deferral. 

If the firm uses the same depreciation charge in its annual report to stock- 
holders that it uses for tax purposes, then the income statement in the annual 
report will be identical to that in table II. It is, however, widely recognized 
that many of the facilities covered by certificates of necessity will be in use 
long after they have been completely amortized for tax purposes. The committee 
on accounting procedure of the American Institute of Accountants has expressed 
the opinion that ‘** * * from an accounting standpoint there is nothing inherent 
in the nature of emergency facilities which requires the depreciation or amorti- 
zation of their cost for financial accounting purposes over either a shorter or a 
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longer period than would be proper if no certificate of necessity had been issued.” ’ 

Railway financial statements reflect this particular view of the committee on 
accounting procedure. Depreciable assets expected to have a longer life span 
than 5 years are written off over the longer period even though 5 years is used 
for their tax return. The income statement in accordance with the accounting 
regulations of the Interstate Commerce Commission appears in table III. Notice 
that this table is really a combination of tables I and II. Thus the depreciation 
charge is the same as table I; it is not accelerated, and corresponds to the 
recommendations of the American Institute of Accountants. Income taxes, 
however, are shown as the amount appearing on the tax return. The effect is 
that both the depreciation charge and the income tax are the lowest choice of 
the 2 possibilities so that net income is substantially higher than in either of the 
2 previous calculations. 

The committee on accounting procedure has urged a different treatment. It 
has argued that, if depreciation charges were not accelerated for reporting pur- 
poses, then the charge for income taxes should not be based on the tax return 
but on the tax that would have been paid if accelerated amortization had not 
been used. In short, the committee recommends the income statement appearing 
in table I whether or not the firm used accelerated amortization on its tax return. 


TABLE II1.—Jncome statement, per Interstate Commerce Commission, year 1 


Sales__ om _ $1, 000, 000 
Less depreciation ‘ =e £00, 000 
Net income before income tax 600, 000 
Less income tax __ , een Ea we a . 80, 000 
Net income __--_- pay ; Ss dpi pith. ee eee eee 520, 000 


The three possibilities are summarized in table IV, The committee on account- 
ing procedure’s recommendation (with or without accelerated amortization) 
appears in the first column. In the second column, the income statement that is 
the basis for the tax return is presented on the assumption that accelerated 
amortization is used. In the third column, the income statement that the rail- 
roads present to the investing public is presented; note that the depreciation 
charge is not accelerated, but that the amount of income tax is the amount due 
if the railroad uses accelerated amortization for tax purposes. 

Why does the committee’s income statement completely ignore the use of 
accelerated amortization for tax purposes’ Why does it assert that income 
taxes are $240,000 rather than the $80,000 that actually appears on the tax return? 

According to the committee, the use of accelerated amortization does not 
forgive taxes, it merely postpones them. By writing the assets off over a shorter 
period of time the immediate tax liability is reduced, but the long-run tax liability 
is unaffected. After the assets are completely written off, the annual tax levy 
will not only rise to its former level but above that former level. By adopting 
accelerated amortization, the firm has denied itself the advantages of a deduc 
tion in the years after the asset has been completely amortized. True, taxes 
have been reduced, through the use of accelerated amortization, from $240,000 
to $80,000. but the difference is just a postponed tax. This $160,000 difference 
is the tax deferral. 

TABLE IV.—Income statement, vear 1 





Coniumittes rnal Interstate 
on accounting Revenue Commerce 
procedure Service Commission 
Sales $1, 000, 000 $1. 000, 000 $1, 000, 000 
WGI. --.-- ee . 4 > . . . 
Less depreciation.-.....--- 400, OVO 800, 000 400, 000 
Net income before income tax 600, 000 200, 000 600, 000 
Less income tax pera hears ; 240, 000 80, 000 80, 000 
Net income.-..........-- Fa a fo eked 360, 000 120, 000 520, 000 





1 Accounting Research Bulletin No. 43, Restatement and Revision of Accounting Research 
Bulletins (New York: American Institute of Accountants, 1953). ch. 9, sec. C. Whenever 
the committee’s position is discussed in this paper, reference will be to this same source. 
For earlier statements of the same views see Accounting Research Bulletins Nos. 27 
(1946) and 42 (1952). The portion dealing with tax deferrals appears as an appendix to 
this paper. 
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Thus the full tax of $240,000 is shown on the income statement. This tax 
represents an immediate liability of $80,000 and a deferred tax of $160,000. The 
deferred tax is shown among liabilities on the firm’s balance sheet, and usually 
has a caption such as “Deferred Liability on Federal Income Taxes.” A some- 
what better caption might be “Interest-Free Loan From the Federal Govern- 
ment.” ? 


THE CASE FOR TAX DEFERRALS 


The argument most often given in favor of tax deferrals for any particular 
industry is that, since tax deferrals are a part of generally accepted accounting 
principles, a company that does not recognize such deferrals will publish state- 
ments that are not comparable with the statements presented by other indus- 
tries. Thus the railroads are alleged to mislead investors who are not aware 
of the difference between railroad financial statements and those of other indus- 
tries. 

If tax deferrals are good accounting, then it is true that railroad financial 
statements should be revised to agree with the financial statements issued by 
firms in other industries. If tax deferrals are not good accounting, then it is 
the other industries that should change. The argument by itself tells us noth- 
ing about tax deferrals except that such deferrals have been assumed to be a 
useful part of generally accepted accounting principles. 

Sometimes attempts are made to prove tax deferrals are a useful addition 
to generally accepted accounting principles by arguing that these deferrals (or 
rather the presentation of such deferrals in financial statements) tends to ac- 
complish certain social objectives. It is argued, for example, that, since the 
purpose of accelerated amortization is to encourage investment in industries 
essential to defense, the income available for dividend payments should be as 

mall as possible. In other words, the purpose of accelerated amortization is 
not only to provide a tax fillup that encourages initial investment in particular 
facilities but also to encourage continuing investment in these industries. There- 
fore, an income statement presenting as low a figure for net income as possible 
is desirable. 

In terms of the example, the figure for net income presented in accordance 
with the dictates of the Internal Revenue Service ($120,000) is best because 
lowest. If we go along with the committee on accounting procedure in ignoring 
accelerated amortization for reporting purposes, then we should at least use 
the higher figure for income taxes so that the figure for net income will still be 
low ($360,000). 

If this argument really has any merit, then the income statement should be 
completely scrapped. All that is needed is a figure that fulfills whatever public 
purposes may be important at the time. The traditional computation of in- 
come should be completely scrapped in favor of a figure for net income set by 
some public authority. Is it desired to encourage investment by plowing back 
funds? Then present a figure for net income that is either zero or negative. Is 
it desired to encourage consumption and spending? Then present a figure for 
net income that is high. For if this argument is valid, then the income state- 
ment may be distorted at will provided such distortion is supposedly in the 
puble interest. 

Assuming, however, that the income statement still has an important role to 
play, and this Seems to be a sound assumption, then it should still be an attempt 
to measure something that is not just an expression of public policy. True, pub- 
lic policy may still be implemented by indicating that in the public interest only 
a small part of funds are available for distribution or by segregating retained 
earnings. But the calculation of income should still be an attempt to measure 
something rather than an attempt to present a figure that conforms to public 
policy. 

Only one sound reason has yet been offered for the concept of-tax deferrals. 
That is the previously mentioned argument that tax deferrals are not a forgive- 
ness of taxes but merely a postponement. Let us examine when these taxes are 
repaid and the conditions under which they will be repaid. 


For those who are interested in the accounting aspects of the problem, the entry 
would be: 

Dr. Federal taxes on income ____—__~_~_.- bl ads cll at ies teat al I ee $240, 000 

Cr. Liability on Federal income taxes__.____-----~-- nnn dahalbaainkibhctesin 80, 000 


Interest-free Government loan___-~ sidbsth Geese hs Gi eb ania tal salad aad 160, 000 
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Assume that the firm continues to make sales of $1 million a year. After the 
depreciable assets have been completely amortized for tax purposes (i. e., after 
the fifth year) taxes will rise to $400,000 (i. e., 40 percent of $1 million). But, 
following the recommendations of the committee on accounting procedure, it will 
only be necessary to show an expense of $240,000. The additional $160,000 that 
must be paid as taxes has already been recognized as an expense during the 
period of accelerated amortization. The company is just paying the Government 
back for the $160,000 interest-free loan it received during the years of accel- 
erated amortization. Thus the income statement of year 6 will be identical to 
the income statement of year 1. 

It may be noted that the tax deferral (i. e., the interest-free loan) will be 
repaid exactly only if the following assumptions hold true: 

1. The company continues to have sufficient revenue against which it 
could have deducted depreciation charges for tax purposes. If revenues 
decline, accelerated amortization may have reduced, not postponed, the tax 
by permitting the firm to make use of its deductions in years when they could 
be used to offset revenues. 

2. The rate of taxation remains the same. If rates should be reduced, then 
the company has reduced its total tax by recognizing its expenses during a 
period of relatively high rates. If the tax rate should increase, the com- 
pany has increased its tax burden by taking its expenses in a period of 
lower taxes than it could have if it had not accelerated amortization. 

Tt should be noted that when the company adopts accelerated amortization, it 
has no way of knowing whether the above assumptions hold true. It can only 
guess whether the tax has been forgiven or postponed. It can only guess whether 
the tax has been reduced or deferred. 


THE CASE AGAINST TAX DEFERRALS 


There are two principal defects with the concept of tax deferrals: 
1. It is impractical. 
2. Even if it were practical, it would, in most cases, be wrong. The tax 
that will ultimately be paid has very little or no relationship to the current 
income and should not be deducted therefrom. 

Both these points are worth a rather thorough examination. 

Tax deferrals are impractical 

It can easily be shown that tax deferrals impose impossible problems on the 
accountant. Take the matter of determining the amount of the tax deferral. The 
use of accelerated amortization will have two effects. First, it will postpone some 
taxes that would otherwise be payable now (this idea that the taxes are post- 
poned will be challenged later); this is the tax deferral. Second, the use of 
accelerated amortization will either increase or decrease the total tax burden over 
the life of the asset. A proper estimation of the amount of tax deferrals would 
require that the accountant know or at least be able to guess the amount of both of 
these figures. In actual fact, he can make no estimation of the actual magnitude 
of either figure. 

Why is it impossible to determine the effect of accelerated amortization on 
the local tax burden? The reason is the present impossibility of knowing future 
tax rates. If future tax rates will be lower than present rates, then the use of 
accelerated amortization lowers the total tax. To put it simply, it pays to use 
depreciation deductions (and any other deductions for that matter) in the years 
when the tax rate is highest. Since accelerated amortization permits use of the 
deduction in the present period of high taxes, it reduces the total tax. If, on the 
contrary, future tax rates will be higher than present rates, accelerated amor- 
tization increases the total tax above what it would have been if ordinary depre- 
ciation had been charged. Whatever the course of future tax rates, it is certain 
that the decision to use accelerated amortization will affect the total tax bill 
except in the very rare event that tax rates remain stable for a prolonged period 
of time. 

If the concept of tax deferrals has any meaning at all, it is incumbent on the 
accountant in both cases to estimate the effect of the use of accelerated amor- 
tization on the total tax burden. Unless such an estimate is made, no sensible 
estimate of the tax deferral can be made. The purpose of the concept of tax 
deferrals is to recognize how much will have to be paid later as the result of 
adopting accelerated amortization now. Its purpose most assuredly is not to de- 
termine how much current taxes have been reduced by the use of accelerated 
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amortization. The amount that will be paid later and the current reduction in 
taxes are not the same except in the case where tax rates remain constant over 
the life of the asset. To make such an assumption of stability of rates for the 
40 or 50 years that present equipment is in use is simply absurd. 

Even the Committee on Accounting Procedure has run afoul of this distinction 
between the tax deferral and the tax reduction. Their statement on this matter 
clearly indicates the intention to report the effect of the current use of accelerated 
amortization on future tax payments (the deferral) ; their actual advice to ac- 
countants is, however, to report the reduction in current taxes that results from 
the use of accelerated amortization (the reduction). Their statement regarding 
the amount of the charge for the tax deferral follows: 

“The amount of the charge should be equal to the estimated amount by which 
the income tax expected to be payable after the amortization period exceeds 
What would be so expected if amortization had not been claimed for income-tax 
purposes in the amortization period. The estimated amount should be based 
upon normal and surtax rates in effect during the period covered by the income 
Statement with such changes therein as can be reasonably anticipated at the 
time the estimated is made.” * 

The first sentence clearly asks the accountant to report the tax deferral. The 
second just as clearly tells the accountant to report the tax reduction instead. 
No doubt the committee is well aware of the impossibility of reporting the tax 
deferral. jut they have not established the relevance of the tax reduction. 
The tax rates that are important in determining the tax deferral are the rates 
that will prevail after accelerated amortization is completed and before ordi- 
nary depreciation is completed. In our previous example, the relevant rates 
were those from the 5th to 10th years of the asset’s life. For assets having a life 
for tax purposes of 50 years, the relevant rates would be those prevailing from 
the 5th to 15th years. In any case, no tax rate that will prevail in the follow- 
ing 5 years has any relevance unless it can be considered an approximation of 
the rates that will prevail in the following years. At this time 1 year ago, there 
was much confusion about what tax rates would be 2 weeks hence. Many be- 
lieved that the marginal tax rate would drop to 47 percent. Others believed that 
the rate of 52 percent would be extended. At present, it would take a brave 
person to predict what the rates would be 14 months in the future. If few people 
know what the marginal rate 14 months in the future will be, how many can guess 
within 5 percent the rate 5 vears hence? 

Any assertion that railroad annual reports are not comparable with the reports 
issued by companies in other industries because they do not disclose tax deferrals 
is completely wrong. Even a cursory culling of current reports clearly reveals 
that it is not tax deferrals that are being reported but tax reductions. To indict 
the railways for not reporting tax deferrals is to indict every corporation in 
America that uses accelerated amortization. It is, of course, true that stock- 
holders may be interested in knowing that income as reported in the annual re- 
port is not identical to income for tax purposes, although most stockholders al- 
ready know this fact. It is also informative to tell stockholders (and railroads 
often do pass on this information) that assets are being amortized for tax pur- 
poses more rapidly than for reporting purposes. Indeed, there can be little ob- 
jection to a prediction being made in the President’s letter about the effect of 
accelerated amortization on future tax liability, provided it is clearly labeled a 
prediction, provided there is no pretense at accuracy, and provided it is quite 
clearly that the President’s estimate of future tax rates is just that—an esti- 
mate. But the present practice of nonrailroad companies cannot be excused. 
There is no excuse for presenting an estimate as an exact figure. There is no 
excuse for calling a tax reduction a tax deferral. There is no excuse for pre- 
tending that the figure presented—often “correct” to the nearest dollar—is the 
amount by which future taxes have been increased by the present use of ac- 
celerated amortization. Clearly, it is the nonrailroad corporations that have 
been misleading the public. 

Accelerated amortization results in tar forgiveness 

Those who support the concept of tax deferrals will argue that even if it is, by 
necessity, extremely inaccurate, it will give a “better” income statement than a 
nonrecognition of tax deferrals. ‘Better’ in what sense? Let us examine the 
effect of tax deferrals on the income statement over a period of years. 

8 Accounting Research Bulletin No. 43, op. cit. See appendix to this paper. 
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For a first illustration, let us take the most favorable possible case for the 
concept of tax deferrals—namely, the case where the present tax rate remains in 
effect throughout the life of the asset. Let us look at income during the first 
year which we shall consider typical of the years during which accelerated 
amortization was used ; and compare this income with that in year 6, the first year 
after accelerated amortization has ended. Using our previous illustration, the 
income statement for tax purposes would be that shown in table V. The first 
column repeats the previous computation of income tax. The new tax of $400,000 
is based on a taxable income of $1 million and is computed at the same rate (40 
percent) as was used for year 1. 


TABLE V.—T'axv computation, per Internal Revenue Service 


j 
| Year 1 Year 6 

al a a a ca a cel gee nial aa $1, 000, 000 $1, 000, 000 

Less accelerated amortization Ne dian nae le oe aaa 

Taxable income_.-.--- pnthemae bcs cusildé awa ie ods ‘eickegieaas | 200, 000 1, 000, 000 

Less income tax.............- 80, 000 400, 000 

l'axable income less income tax_--- j ba ‘ | 120, 000 600, 000 


The statements the railroads would present appear in table VI. The first 
column repeats that appearing in table I1I. The second column shows the depre- 
ciation charge (not accelerated) and the tax that appears on the tax return 
(based on accelerated amortization). Net income for year 1 is $520,000 and for 
vear 2 it is $200,000. 


TABLE VI.—/ncome statement, per Interstate Commerce Commission 


Year 1 Year 2 

Di. cineca ceedondmmaet Jonls — huts oniddinahieledais Rit. sa dbl a $1, 000, 000 $1, 000, 000 
Less depreciation........ 7 cibascasamcuien wa 7 sas Pa a: 400, 000 400, 000 
PACS SCONES: CRIES MENIING BOK noon es Sie be ea a sake | 600, 000 600, 000 

Less income tax......----- bgcdacben aaa Gu taeb atria bebendecideddtanbidecd | 80, 000 400, 000 

| 
‘ = Fass 
Net income.......... Sie iin at, cy ae otal eles nse as sl ec ck et | 520, 000 200, 000 


The statements the committee on accounting procedure recommend are shown 
in table VII. The income tax is spread evenly over the years and the net income 
is $360,000 for both year 1 and year 6. = 


TABLE VII.—IJncome statement, per committee on accounting procedure 


Year 1 Year 6 
ss 8 a cr sn tba Sooo sie calla ahha dene ted ce ls msec beeen cas aes $1, 000, 000 | $1, 000, 000 
Less depreciation........-.-- ba dep ntnets Mie ehedtanth ated 400, 000 400, 000 
Net income before income tax J ih Witrithidnttbdadedtataatn te 600, 000 600, 000 
Less income tax..........--- : o snbicos hina alk Bah ani hd aon alle bes 240, 000 240, 000 
Not ineone......<5<.5.5.. ee pee 5 oP, chins Uptnsh baneeh ee 360, 000 | 360, 000 


\ 


In what sense can it be said that the committee on accounting procedure’s in- 
come statements are better than those of the Interstate Commerce Commission? 
To be better it must be shown that they conform to some useful criterion of cor- 
rectness. What criterion can be applied? 

One criterion that might be applied is conservatism. According to the com- 
inon definitions of conservatism, expense should be recognized as soon ag in- 
curred. Sometimes conservatism is extended to cover any losses that can rea- 
~onably be foreseen with accuracy. Thus the research director of the Ameri- 
can Institute of Accountants cites as examples of conservatism the following 
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principles: “* * * 


costs and services will be charged as soon as goods or serv- 
ices are received or liability for them incurred; and * * * losses will be pro- 
vided for as soon as they are foreseen and their amounts are determinable within 
reasonable limits.”* Does the concept of tax deferrals Come within this defini- 
tion? Has a liability been incurred? Clearly not, since the purpose of using ac- 
celerated amortization has been to avoid the immediate liability for taxes. The 
closest one can come to saying that a liability has been incurred is to say that 
au present liability has been avoided although it may be incurred at some future 
time. Will tax deferrals fit into the principle that “* * * losses will be pro- 
vided for as soon as they are foreseen and their amounts are determinable within 
reasonable limits?” Clearly not, for there is no way of knowing in advance that 
such a tax “loss’’ will occur. A reduction of the tax rate, as we shall see, could 
eliminate this loss. Other circumstances that could also eliminate this tax “loss” 
would be a decline of revenues or an increase in expenses so that a deduction 
tor depreciation in the future years would result in no reduction of taxes. 

Most certainly, as has already been pointed out, the amounts are not “determin- 
ible within reasonable limits.” In the example, present expectations happened 

» be borne out by future events because the example was set up that way. But 
during year 1 there would be no way of knowing what the future tax burden 
would be. Recognizing a tax liability before it is incurred can clearly not be 
considered an example of conservatism. 

Another argument that might be offered to prove that an income statement rec- 
ognizing tax deferrals is better than income statements giving no such recogni- 
tion is that tax deferrals tend to stabilize or equalize income. It might be 
argued, for example, that it is unsettling and disturbing for investors to see 
uet income dive from $520,000 1 year to $200,000 5 years later. It might be argued 
that it would be much better to average income over a period of years so that 
income would change little from year to year. It cannot be denied that the recog 
nition of tax deferrals will often accomplish this objective. Varticularly, in the 
present example, it will be noted that income has been equalized at an annual 
rate of $360,000. 

There are, however, a number of defects to this equalization argument. There 
is no reason to suppose that stockholders will be best served by calling a figure 
“income for the year’ when it is actually “average income for a period of years.” 
There is no reason to suppose that if there has been an abrupt change in the 
operations of the company (such as a change in the impact of taxes) that the 
impact of this change should be “‘softened” by averaging the reported figure for 
net income with the net income of other years whether past or future. Further- 
more, While it cannot be denied that tax deferrals often do have the effect of 
equalizing income, it will be shown in a few pages that if the assumptions used 
0 estimating the amount of these deferrals are not borne out that the effect of 
tax deferrals will be just the opposite of equalization of income. The most im- 
portant argument for denying the validity of the equalization-of-income argument 
is that the committee on accounting procedure (and numerous other authorita- 
tive societies) have explicitly argued against the use of any practice intended to 
stabilize income. The committee has stated: “An important objective of income 
presentation should be the avoidance of any practice that leads to income equal- 
ization.” ° 

What other arguments in favor of tax deferrals may be given? 


A careful search 
of the literature reveals none. 


Indeed, even the invalid conservatism and equal- 
ization arguments can only be inferred and pieced together with some effort. 
Most surprising of all, the committee on accounting procedure in recommending 
the use of tax deferrals gave no justification whatsoever for its use. Their argu- 
ment did, of course, point out that by taking a deduction for accelerated amor- 
tization in the early years of an asset’s life that the same deduction would not 
be available later for tax purposes. They also inferred that this might have 
some effect on the subsequent tax burden. No attempt was made, however, to 
prove that a subsequent increase in taxes was in any way assured. No attempt 
was made to indicate that the subsequent increase in taxes could be determined 
with sufficient accuracy to justify application of the conservatism principle. 
Indeed, no attempt was made in any way to justify recognition in the accounts 


and statements of a possible future increase in taxes the likelihood of which was 
uncertain and the amount unknown. 


_*Carman G. Blough, Accounting Principles and Their Application, CPA Handbook (New 
York American Institute of Accountants, 1953), ch. 17, pp. 13-14. 


5 Accounting Research Bulletin No. 43, op. cit., ch. 8. 
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In contrast, little argument need be given for the method followed by the 
railroads. Little argument need be given in favor of the traditional method of 
not recognizing an expense until incurred, and not recognizing a possible future 
loss until the amount can be estimated with some accuracy. Furthermore, the 
railroads’ method is objective. The tax appearing on the income statement agrees 
with the tax appearing on the tax return, and both will usually correspond quite 
closely to the tax liability appearing on the balance sheet. 

The above illustration presented the committee on accounting procedure’s case 
in as favorable a light as possible. The assumption was made that the tax rate 
remained stable for at least the following 5 years. (It was also assumed that 
the company’s revenues and expenses were such that it could have made full use 
of the depreciation deduction after the period of accelerated amortization.) Tet 
the assumption most unfavorable to the committee’s position be made, namely, 
that the rate of taxation drops to zero. 

With a rate of taxation of zero, and still assuming the use of accelerated 
amortization for tax purposes, the income statements shown on the tax return 
would be those in table VIII. 


TABLE VIII.—T' ax computation, per Internal Revenue Service 


Year 1 Year 6 
Sales -- . ' js ‘ ‘ — $1, 000, 000 $1, 000, 000 
Less accelerated amortization og ‘ 800, 000 0 
Taxable income. -- : as 200, 000 1, 000, 000 
Less income tax ‘aa . : ’ a ie a . 80, 000 0 
Taxable income less income tax ‘ Detalles coielet ae 120, 000 1, 000, OOK 


With a 40-percent tax rate in year 1, and a zero tax rate in year 6, the tax 
liability is $80,000 and $0 respectively. 

The railroads, presenting their statements on the basis of the [CC’s prescribed 
accounts would present the income statements shown in table IX. Here the 
actual tax liability, without any guess about the effect of accelerated amortization 
on future tax liability, is recorded. The net income of year 1 is reported 
$520,000 and that of year 6is reported as $600,000, 


TABLE IX. —Income statement, per Interstate Commerce Commission 


Year 1 Year 6 
Sales-_-.-_--- RR ale tel tae . ads at a $1, 000, 000 $1, 000, 00 
Less depreciation___-_-- : : 4 — 400, OOO 400, O04 
Net income before income tax : await oo 600, 000 600, OOK 
RG EOCENE WEE. bos ccc nccae nd she soi duller ted idles lactate a | 80, 000 | 0 
Net income._..__. ‘ 520, 000 600, OF 


The income statements that would be presented in accordance with the re- 
quirements of the committee on accounting procedure are presented in table X. 
In the first column, the income statement for year 1 that was previously re- 
ported is repeated. In the second and third columns, the income statement 
is presented on two different assumptions. In the second column, the income 
statement is presented in accordance with what the committee has called the 
current operating performance concept of income. According to this concept onl) 
the items of revenue and expense relating to the operations of the particular year 
are recorded. Any adjustments of prior year’s earnings do not appear on the 
current year’s income statement but reduce retained earnings instead. The 
trouble with this presentation is that the total of the income statements for 
year 1 and year 6 do not add up to the total income for the 2 years. The total 
tax liability of the 2 years put together was $80,000, not the total of $240,000 
shown in the total of these 2 statements. The total income of the 2 years put 
together is $1,120,000 as can be seen from either the tax return of the railroad’s 
computation ; but the total income reported by the current operating performance 
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method is $960,000. The overstatement of the tax-liability accounts for the 
understatement of the net income. The only offsetting advantage is that the 
misstatement of taxes in the first year is not repeated by an offsetting misstate- 
ment in the sixth year. 


TABLE X.—J/ncome statement, per committee on accounting procedure 


| Year 6 

Year 1 a ae a 

Current Clean 

operating surplus 

performance 
fc j sy | 

I sri Sections 5s 3 ata enn iota ke ee actin eaten! | $1,000, 000 $1, 000, 000 $1, 000, 000 
Less depreciation De ena a aceie adele ede | 400, 000 400, 000 400, 000 
Net income before income taxes................._-.____ : 600, 000 600, 000 600, 000 
Less income tax gk ain baivaduierictamae eee 240,000 |...... wade (160, 000) 
Net income_. edge poe ie ost ee ee ee | 360, 000 600, 000 760, 000 


In the third column of table X the income statement has been presented in 
accordance with what the committee has dubbed the “all-inclusive” concept of 
income. Another name for this concept is the “clean surplus” concept. Ac- 
cording to this approach, the total income statement over a period of years 
should add up to the total income of the company over that period. Adjustments 
of errors in the income statement of 1 year should appear in the income state- 
ment of a subsequent year. These adjustments should not be hidden in retained 
earnings or earned surplus. That is, earned surplus should be “clean.” But 
the correction of the erroneous figure for taxes causes this approach to be also 
unsatisfactory in many ways. The total income of the 2 years is, of course, 
“correct” but the income shown for the 2 years is a very strange figure indeed. 
The oddest figures, of course, are those for taxes. The taxes shown on the 
statement do not agree with the tax return of either year although their total 
does agree. The figure for taxes in year 6 is a very strange figure. The tax 
appears to be less than nothing at all. Talk of misleading investors! 

It may be asserted that there is a third possibility. Taxes need not stay 
stable or decline. They may also increase. This possibility need not, however, 
be investigated in any detail. For in this situation, the use of accelerated 
amortization will increase the tax burden. While firms would be willing to 
accept some increase in total taxes if they could defer this tax burden, few 
would use accelerated amortization if they thought it meant a substantial in- 
crease in total taxes. Firms may, of course, adopt accelerated amortization 
expecting a decline in tax rates and actually experience an increase in tax rates. 
Such a case certainly arose in the thirties when many corporations tried to ex- 
aggerate their depreciation deductions only to find taxes were still higher in the 
forties. If an increase in taxes should occur after the period of accelerated 
amortization, then again the income statement recognizing tax deferrals will 
come closer to evening out the fluctuations in income (assuming that to be de- 
sirable). However, a company must decide whether to recognize tax deferrals 
at the time it adopts accelerated amortization for tax purposes. At such a time 
it apparently is acting on the assumption that there will be a tax advantage to 
the use of accelerated amortization or at the very least no serious tax disad- 
vantage to its use. Therefore, in determining the usefulness of tax deferrals 
at that time, it should base its reasoning on the same assumption. It is the like- 
lihood of various tax changes at the time accelerated amortization is adopted 
that is important for a decision on the recognition of tax deferrals, and in deter- 
mining this likelihood it seems reasonable to rule out the expectation of a con- 
siderable increase in the tax rate. 

The two limits to the possible future course of taxes for a firm adopting ac- 
celerated amortization would therefore seem to be a continuation of the present 
rate as an upper limit and zero as the lower limit. If the present rate continues, 
it is true that the income will be to some extent equalized by the use of the tax 
deferral concept ; whether such equalization is desirable is at least doubtful. If 
the rate declines, tax deferrals will produce some very strange effects on the in- 
come statement as was illustrated above. 
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The element of tax forgiveness has been ignored in the discussions of accel- 
erated amortization and tax deferrals. These discussions usually proceed as 
if the total tax were unchanged by the use of accelerated amortization. Actually, 
one of the reasons that accelerated amortization is so eagerly sought after is 
the belief that it will result in a substantially lower total tax bill. The discussion 
usually proceeds as though taxes were lowered during the 5-year period and 
that immediately after that period the taxes are raised and the company begins 
to pay back what is conceived of as essentially an interest-free Government loan. 
In aciual fact, the interest-free loan, if it is such, may be renewed and renewed 
and renewed until eventually—on the advent of lower tax rates—it is forgiven. 
The renewal of the interest-free loan takes place by means of replacing wornout 
property by new property for which a certificate of amortization is also acquired. 
The effect of applying accelerated amortization to replacements is that the inter 
est-free loan is never repaid. The interest-free loan is granted on the first addi 
tion to assets; as new assets are acquired (either for replacement or expansion ) 
the interest-free loan is renewed. The effect, for tax purposes, is that assets 
are continually understated by writing off an excessive amount. This process 
may, of course, come to an abrupt end if the Government refuses to grant new 
vertificates of necessity. The permission to use certain new methods of comput 
ing depreciation (particularly sum-of-years digits and declining balance at double 
rates) that was granted in the 1954 Internal Revenue Code, however, makes it 
possible for a firm to get almost the same effects without accelerated amortizu 
tion for assets having a life of up to 10 or 15 years. 

The long-run effect of this continual understatement of depreciable assets is 
that the interest-free Government loan is never repaid. Accelerated amortization 
is much closer in this respect to the last-in-first-out inventory method than is 
generally realized.® 


CONCLUSIONS 


If tax deferrals were really a useful concept, then accountants would have 
an impossible task before them. Not cnly would they have to estimate the effect 
on future taxes of accelerated amortization, but they would also have to make 
similar estimates for dozens of comparable situations. There are any number 
of other deductions that may be taken for tax purposes in a different period than 
they are taken for reporting purposes. Organization expenses, expenses of 
installment sales, depletion charges, these are just a few of the expenses that 
may be taken in one period for tax purposes and in another period for reporting 
purposes. Indeed, the same problem arises for depreciation charges without 
the use of accelerated amortization. If one of the new methods (say the declin 
ing-balance method) is used for tax purposes, but the straight-line method is 
used for reporting purposes, then exactly the same problem arises as in the cast 
of accelerated amortization. If tax deferrals must be recognized in the one case, 
they must be recognized in the other. 

The accounting profession is fortunate that the Internal Revenue Service has 
required that, if the last-in-first-out method of inventory accounting is used for 
tax purposes, it also must be used for reports to stockholders and creditors 
While the accounting profession opposes this restriction on their reporting pre 
rogatives, it should realize that if a divergence arese between tax and stock 
holder statements on this particular matter, the problem of tax deferrals would 
again have to be confronted. There is an extremely close parallel between accel 
erated amortization and the last-in-first-out method. If tax deferrals are recog 
nized in the case of accelerated amortization, they will also have to be recognized 
in the case of the last-in-first-out method where there is a difference between 
tax and stockholder statements. There are numerous other instances of differ 
ences in timing between tax and stockholder reports that would require a simila 
extension of the tax-deferral concept. 

The same general problems arise in a number of other uses of accounting state 
ments. Take the field of rate regulation. An expense may not be deductible for 
rate purposes in the same period that it is deductible for reporting purposes 
Is one therefore to defer recognition of the part of revenue that can apply to that 
particular expense at some future time? 

The accountant is fortunate that he need not open this Pandora’s box. All hi 
need do is scrap the concept of tax deferrals which plays no useful role in the 
reporting process. 





61 have explored this parallel and its accounting aspects in some detail in an artic! 
entitled “The Guises of Replacement Cost,” to appear in the July Accounting Review. 
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aide 


The use of tax deferrals in the past has, however, had some serious effects o: 
published financial statements. These effects may be briefly listed by way of 
summary. 

First, the accounting profession has been guilty of using misleading practices. 
It has labeled a tax “reduction” a tax “deferral” and has carried computations 
of the deferral to the nearest dollar thus giving the very misleading inference 
that it had precise knowledge of the effect of accelerated amortization on future 
taxes when, in fact, it had little or no such knowledge. 

Second, the accounting profession has permitted this device to be used for the 
“equalization” or “averaging” of reported income despite numerous professional 
pronouncements against such equalization. The profession has, of course, never 
referred to the use of tax deferrals as an equalizing weapon and it has been tradi- 
tionally opposed to the use of reserves to equalize income. Nevertheless, it must 
be borne in mind that no. other reason has yet been successfully offered to justify 
the use of tax deferrals. In the absence of such reasons, it is impossible to over- 
look the fact that the effect of tax deferrals has been_fo equalize reported income. 
, Third, the concept of tax deferrals raises some very fundamental questions 
about the nature gf accounting. Most accountants have held that accounting is 
most useft as a historical zeeerd rather than a prediction of the future. The) 
have argued that, while most business decisions depended upon a predictio 
the future, this prediction could best be made by others on the basis of an ob 
jective statement of “fact” on the part of the accountant. Any attempt to guess 
the effect on future taxes of the present use of accelerated amortization, how 
ever, is clearly a very inoportant departure from this basic concept of account 


re 


iis 


RECOMMENDATION 


The committee on accounting procedure, like the Interstate Commerce Con 
sion, has performed an invaluable service to accounting by developing and pre 
scribing rules where rules did not exist and by requiring uniformity where suc! 
uniformity of principle did not formerly prevail. Because of its great und wel 
deserved prestige, however, it should be wary of recommending changes ‘ 
cepted methods until the case has been thoroughly debated. The only reason ye 


given for requiring the railroads to change to the method used in other industries 
is the desirability of uniformity. Further study may show, however, that it is 
the railroads who are right and the other industries who are wrong li s) 


is the case, uniformity would best be served by requiring the otuer indu 
to adopt the method followed by the railroads. 

There has as yet been nowhere near enough discussion of the concept of tax 
deferrals to make them a required feature of accounting. Until such further dis 
cussion has taken place, and until all aspects of the problem have been thorough 
explored, no attempt should be made to change the present method of 
accounting for accelerated amortization. 

Selection from Committee on Accounting Procedure, Accounting Research 
Bulletin No. 43, Restatement and Revision of Accounting Research Bulletins 
(New York: American Institute of Accountants, 1953), chapter 9, 
Emergency Facilities. 


raiiro 


section ©, 


“RECOGNITION OF INCOME TAX EFFECTS 


“In those cases in which the amount of depreciation charged in the accounts 
on that portion of the cost of the facilities for which certificates of necessif) 
have been obtained is materially less than the amount of amortization deducted 
for income-tax purposes, the amount of income taxes payable annually during the 
amortization period may be significantly less than it would be on the basis of the 
income reflected in the financial statements. In such Cases, after the close ot 
the amortization period the income taxes will exceed the amount that would be 
appropriate on the basis of the income reported in the statements. Accordingly, 
the committee believes that during the amortization period, where this difference 
is material, a charge should be made in the income statement to recognize the 
income tax to be paid in the future on the amount by which amortization for in 
come-tax purposes exceeds the depreciation that would be allowable if certificates 
of necessity had not been issued. The amount of the charge should be equal to 
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the estimated amount by which the income tax expected to be payable after the 
amortization period exceeds what would be so expected if amortization had not 
been claimed for income-tax purposes in the amortization period. The estimated 
amount should be based upon normal and surtax rates in effect during the pe- 
riod covered by the income statement with such changes therein as can be rea- 
sonably anticipated at the time the estimate is made. 

12. In accounting for this deferment of income taxes, the committee believes 
it desirable to treat the charge as being for additional income taxes. The related 
credit in such cases would properly be made to an account for deferred income 
taxes. Under this method, during the life of the facility following the amortiza- 
tion period the annual charges for income taxes will be reduced by charging 
to the account for deferred income taxes that part of the income tax in excess 
of what would have been payable had the amortization deduction not been claimed 
for income-tax purposes in the amortization period. By this procedure the net 
income will more nearly reflect the results of a proper matching of costs and 
revenues. 

“13. There are those who similarly recognize the necessity for giving effect 
to the amount of the deferred income taxes but who believe this should be accom- 
plished by making a charge in the income account for additional amortization or 
depreciation. They would carry the related credit to an accumulated amortiza- 
tion or depreciation account as a practical means of recognizing the loss of future 
deductibility of the cost of the facility for income-tax purposes. If this procedure 
is followed the annual charges for depreciation will be correspondingly reduced 
throughout the useful life of the facility following the amortization period. Al- 
though this procedure will result in the same amount of net income as the 
procedure outlined in paragraph 12, and therefore may be considered as ac- 
ceptable, the committee regards the paragraph 12 procedure as preferable. In 
any circumstances, there should be disclosure of the procedures followed.” 


ExuIBit 12 


AMERICAN INSTITUTE OF ACCOUNTANTS, 
New York, N. Y., May 21, 1957. 
Mr. JEROME S. PLAPINGER, 
Counsel, Legal and Monetary Affairs Subcommittee of Committee on Gov- 
ernment Operations, House of Representatives, Washington, D. C. 

Dear Mr. PLAPINGER: Thank you for your letter of May 13. The executive 
committee has authorized me to send you for inclusion in the record of the hear- 
ings, to which your letter refers, the enclosed copies of the report of our special 
investigating committee. 

I have been informed by Mr. Murphy that Mr. Spacek has already sent to you 
a copy of his letter to me dated May 10, 1957, in which he comments on the re- 
port of our special investigating committee. One point in his letter requires 
correction. In the sentence beginning at the bottom of the first page and end- 
ing on the second page of his letter, Mr. Spacek refers to “the subtle way in which 
the burden of proof was shifted to me, the accused * * * .” In fact, Mr. Spacek 
was not the accused; the special investigating committee, on the contrary, was 
investigating his own accusations against certain committees of the institute. 

No comments have been received from other quarters which appear to the 
executive committee to require any change in the report of the special investigat- 
ing committee, and consequently it is releasing copies to the council of the in- 
stitute and other interested persons. 

The executive committee will not meet again until early July, but there now 
seems no possibility of any further action on the committee’s part which would 
have any bearing on the inclusion of the report of our special investigating com- 
mittee in the record of your hearings. 


Yours sincerely, 
JoHN L. CAREY, Farecutive Director. 
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REpPoRT OF SPECIAL COMMITTEE INVESTIGATING CERTAIN PHASES OF THE WORK OF 
THE COMMITTEE ON ACCOUNTING PROCEDURE AND THE COMMITTEE ON RELATIONS 
WITH THE INTERSTATE COMMERCE COMMISSION 


PRELIMINARY STATEMENT 


To the Council of the American Institute of Accountants. 

GENTLEMEN: On February 12, 1957, an address was made by an institute mem- 
ber (Leonard Spacek) before the Milwaukee Control, Controllers Institute of 
America. Reports of the address appeared in several newspapers. In the course 
of that address statements were made that, if true, indicated that the commit 
tee on accounting procedure and the committee on relations with the Interstate 
Commerce Commission had, in the course of their work, yielded to improper 
influences. 

In the case of the committee on accounting procedure the reference (though 
not expressed) was to the handling of the subject of intangible drilling costs in 
the oil industry. In the case of the committee on relations with the Interstate 
Commerce Commission the reference (though not expressed) was primarily to 
the handling of the subject of betterment accounting versus depreciation in the 
railroad industry. 

On March 4, 1957, Institute President Marquis G. Eaton, with the authority 
of the executive committee, appointed a special committee to investigate these 
matters. The committee consisted of L. H. Penney, chairman, Maurice E. Pe- 
loubet, and J. S. Seidman. The assignment of this special committee was “to 
make a factual report to the council of the institute without any recommenda- 
tions.” We have interpreted this to mean a determination of the facts regarding 
the asserted yielding by the respective technical committees to improper in- 
fluences, and not to an evaluation of the merits of the underlying technical 
subjects. 

Our procedures were as follows: 

(a) As to the committee on accounting procedures (the oil subject) : 

1. We read the address of February 12, 1957. 

2. We read a memorandum and background material prepared for us by the 
institute research department. We also read minutes of the committee per- 
taining to the subject of intangible drilling costs, and a mass of correspondence 
among members setting forth their views on a proposed bulletin. 

3. We met with Mr. Spacek at his office in Chicago on March 25, 1957, and were 
with him for 5 hours. 

4. We sent a questionnaire to each member of the committee, a copy of which is 
included with this report (exhibit A). Of the 21 members of the committee, 19 
responded (Robert L. Dixon and Carl H. Forsberg did not respond). 

5. We listened to a playback of part of the tape recording of the meeting of 
the committee held at the Yale Club in New York City on March 22 and 23, 
1956. This was the meeting at which the committee voted on the proposed 
bulletin. 

(b) As to the committee on relations with the Interstate Commerce Commis- 
sion (the railroad subject) : 

1. The first four items listed under the committee on accounting procedure 
correspondingly apply to the committee on relations with the Interstate Com- 
merce Commission. A questionnaire was also sent to the six members of this 
committee, all of whom responded. A copy of the questionnaire also accom- 
panies this report (exhibit B). 

2. During part of the meeting with Mr. Spacek, Arthur J. Abbott, a member 
of the committee on relations with the Interstate Commerce Commission and a 
partner of Mr. Spacek, also participated. 

3. On March 25, 1957, we met with Howard D. Murphy, chairman of the com 
mittee on relations with the Interstate Commerce Commission, at his office in 
Chicago, and we were with him for over 2 hours. During most of the meeting 
W. R. Blew, a member of the committee, also participated. 

Obviously, in the case of the committee on accounting procedure, we are rely- 
ing on many documents and the playback of the recording, without having met 
personally and questioned any of the committee members. In the case of the 
committee on relations with the Interstate Commerce Commission, in addition 
to reliance on documentation, we did meet with 3 of the 6 members. In respect 
to both committees, we did not meet with or question any of the institute’s 
research staff. We did have the benefit of the meeting with Mr. Spacek. 
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On the basis of the foregoing, we present our findings, classified for each com- 
mittee as to (a) the statement in the address, (0) our findings, and (c) the 
supporting evidence. 


COMMITTEE ON ACCOUNTING PROCEDURE 


The portion of the address involving the phases we were asked to investigate, is 
as follows: 

“The committee on accounting procedure of the American Institute of Ac- 
countants is supposed to be the watchdog in establishing and improving account- 
ing principles. Recently that committee had an important accounting principle 
under consideration. One of the leading industries heard about it. That indus- 
try didn’t like the effect of this principle on reported profits, and some of its 
members began applying pressure on the committee to discontinue their discus- 
sion of the proper accounting. The committee yielded quickly. Proper account- 
ing principles in this case were not even discussed, and the public is not yet in- 
formed of important factors affecting profits of the industry. There is abso- 
lutely no reason why such matters under cousideration should not be publicly dis- 
cussed. Open discussion should be one of the profession’s stated objectives. But 
needless to say, such discussions should not be dropped because an industry 
affected brings pressure upon the participating professional accountant in dis- 
charging his responsibility to the public. Independence of the profession is a 
first prerequisite to its work for the public, but performance in this case casts 
doubts on the independence of the profession.” 

Though not expressly mentioned, this has to do with a proposed bulletin on the 
treatment of intangible drilling costs as applied to the oil industry. The follow- 
ing chronology is applicable: 

1. On December 6, 1951, the committee on accounting procedure dealt with 
the application of Bulletin 28: Accounting for Income Taxes to intangible drill- 
ing costs, where these costs were deducted for income tax purposes but capitalized 
in the financial statements. The committee ruled that since intangible drilling 
costs are recurring in the oil industry, bulletin 23 does not apply to them. 

2. On January 18, 1954, the committee put the subject of intangible drilling 
costs on its long-range program, along with six other items. 

8. On March 17, 1955, the subject was placed on the active agenda at the 
request of Garrett T. Burns (a member of the committee and a partner of Mr. 
Spacek. ) 

+, On August 29, 1955, the institute staff distributed to the committee mem- 
bers a research memorandum on the subject. 

5. On September 15, 1955, the research memorandum was discussed by the 
committee and the subject continued for further exploration. 

6. In November 1955, at the annual meeting of the Petroleum Institute in 
San Francisco, members of that organization questioned partners of-a—mm—ieber 
of the committee (Donald R. Jennings) about a proposed bulletin on intangible 
drilling costs, said to be urged by Mr. Burxs’ firm. 

7. On December 15, 1955, the subject of intangible drilling costs was further 
considered by the committee, and a subcommittee was appointed to deal with 
it. The subcommittee consisted of Mr. Burns, chairman, Homer L. Luther, 
and Ross T. Warner. 

8. The subcommittee chairman prepared a draft bulletin, under date of Jan- 
uary 30, 1956, entitled “Accounting for Intangible Drilling Costs.’’ The bulletin, 
among other things, in effect made bulletin 23 applicable to capitalized intan- 
gible drilling costs that are taken as a deduction for income tax purposes. Mr. 
Luther wrote a lengthy letter of dissent under date of February 8, 1956. Mr. 
Warner, the third member of the subcommittee, also expressed dissent on March 
2, 1956. The subcommittee members expressed willingness to have the draft go 
to the full committee. 

9. On February 24, 1956, the draft and Mr. Luther’s dissent were sent to the 
‘ull comunittee. 

10. Between February 24, 1956 and March 19, 1956, 10 members of the com- 
mnittee wrote to Mr. Burns about the draft. These letters covered 16 pages. In 
these letters, 1 member favored the draft, the other 9 either opposed or were 
doubtful about the draft. 

11. Between February 24, 1956 and March 22, 1956 8 members got called 
about the draft; 2 members of the committee (John A, Lindquist, chairman, and 
Mr. Burns, subcommittee chairman) or their partners received calls from oil 
clients urging that the proposed bulletin not be issued; 2 other members (John 
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K. McClare a 


ances. Four other members (G. §S. Battelle, L. T. Flatley, L. W. Garcia and 
E. B. Wilcox) received calls from others. (The calls in the case of Mr. Garcia 


nd Ross T. Warner) received similar calls from nonclient acquaint- 


came from two C. P. A.’s.) In answer to the special committee’s questionnaire, 
18 of the 19 committee members who responded aver that they did not show the 
lraft to anyone outside of their own firm. One member (Mr. Lindquist) said 
he showed the draft to a client but only on request, and when it was clear that 
others in the oil industry had seen the draft. 

2. The committee met on March 22 and 23, 1956. On March 22 the members 
liscussed the calls that had been made to them and methods to be followed in 
he future for controlling distribution of preliminary drafts of bulletins. On 
March 23, the proposed bulletin itself was discussed on its merits. 
cording was made of the discussions on March 22 and 23. 

13. On March 23, 1956, “after lengthy discussion of the problem” (the quotes 
are from the minutes) a vote to drop the subject of intangible drilling costs from 
the agenda was defeated 10 to 9. John Peoples, who voted against dropping the 
subject, then announced a change of his vote because of the hopelessness of get- 
ting out a bulletin with the committee so closely divided. Along with the chair- 
inan’s vote the final vote of the committee was 11 to 9 to drop the subject. 

14. The minutes of the meeting of March 23, 1956, include the following: 

“One of the reasons for dropping the subject of intangible drilling costs from 

he agenda of the committee was that it was part of a broad accounting problem 
vhich should not be considered solely in its relationship to the oil and gas indus- 
tries. Instead, it was agreed unanimously that the question of ‘When should 
expenditures which benefit future periods be charged to operations? should be 
placed on the agenda and that a subcommittee should be appointed to study the 
problem. The chairman appointed as members of the subcommittee: Weldon 
Powell, chairman, Carl H. Forsberg, LaVerne W. Garcia, Ross T. Warner and 
James B. Willing.” 

15. In Chairman Lindquist’s report to council, dated April 16, 1956, he com- 
mented on the committee's action on this subject as follows: 

“A draft of a proposed bulletin on intangible drilling costs was prepared by a 
Subcommittee and subjected to lengthy discussion by the full committee at its 
March 23, 1956 meeting. It was decided, however, that the consideration of this 
problem by the committee should not be confined to its aspects in the oil and gas 
industries, but that instead the committee should direct its attention to the broad- 
r problem of the accounting for expenditures tax deductible in one period that 
benefit future periods. A new subcommittee has been appointed to work on this 
project.” 


A tape re- 


16. On June 8, 1956, the research department of the institute distributed to the 
full committee a memorandum for consideration at a meeting of the committee on 
Tune 28, 29, 1956, regarding the subjects for inclusion in the work of the new 
subcommittee. The memorandum explained that the subject of intangible drilling 
and development costs brought about the new subcommittee. Committee mem- 
hers submitted comments on this memorandum to the research department. 

17. In October 1956, the members of the committee on accounting procedure 
for the ensuing administrative year were appointed with William Werntz as 
chairman. He appointed a new subcommittee to consider the general problem 
inder the title of “Intangible Deferred Charges” (changed at a meeting on March 
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25, 26, 1957, to “Research, Exploratory and Development Costs”). Its members 

re Thomas D. Flynn, chairman, Newman T. Halvorson, Homer L. Luther, John 

eoples and Ross T. Warner. This subcommittee has had one meeting to date. 

This concludes the chronology. The following pertains to the committee mem- 

ers themselves. A list of the members and their firm affiliation is included at 

the end of this report (exhibit ©). Of the 19 who responded to the special 
{ { 


com- 
mittee’s questionnaire, 183 have cl 


ents in the oil industry: 8 include among those 
lients large nationwide and medium-sized producing companies; 5 serve only 
=mall compani: 
We now deal, sentence by sentence, with the particular portions of the address 
that have to do with our assignment—namely, those indicating that the 1 


ttee vielded to improper influences, 
(1) 


Statement : “One of the leading industries heard about it.” 
Findings: Sustained. 
Evidence: As noted before, members of the Petroleum Institute 


inquired in 
November 1955 


regarding a proposed bulletin. After the chairman of the sub 
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committee submitted the draft of a proposed bulletin under date of January 30, 
1956, and before the next committee meeting in March, members of the com- 
mittee were contacted by representatives of the oil industry about the bulletin. 

We are assuming for this purpose that the knowledge, by these members of 
the Petroleum Institute and by the members of the industry who contacted the 
committee members, constitutes a reflection of knowledge by the industry. 

We do not have evidence as to the manner in which knowledge that the issu- 
ance of a bulletin was contemplated or of the bulletin itself came to the attention 
of the oil industry. The fact that the subject was on the agenda was reported 
to council by the committee chairman in 1955 and that report is not a con 
fidential document. 

As to the draft of the proposed bulletin, 18 of the 19 committee members 
who responded to the special committee’s questionnaire reported that they did 
not show the draft to anyone outside of the accounting profession. The nine 
teenth reported that he had shown it to one client “only after information that 
other companies had seen it, and then by request.” 


(2) 


Statement: “That (the oil) industry didn’t like the effect of this principle on 
reported profits, and some of its members began applying pressure on the com- 
mittee to discontinue their discussion of the proper accounting.” 

Findings: Sustained in part and not sustained in part. 

Evidence: The representations made by members of the oil industry to mem 
bers of the committee indicate that they did not want a bulletin to be issued 
The reasons vary. There is no doubt that 8 members of the committee, as noted 
earlier, were contacted by representatives of the oil industry and urged to oppose 
the issuance of a bulletin. In a broad sense this can be considered “pressure.” 

All 19 of the committee members answering the special committee’s question- 
naire reported that they have received no threats from any clients regarding 
action they might take if the proposed bulletin were issued. 

We cannot find any evidence that there was pressure to discontinue the “dis 
cussion of the proper accounting.” What is proper accounting, in this case, is 
still a matter of some controversy and is still under consideration by the com- 
mittee on accounting procedure. The action of the committee in December of 
1951, already noted above, is the last official decision on the subject, and it is the 
continuation of the accounting principles set forth in that decision that was being 
urged by the representatives of the oil industry. 


(3) 


Statement: “The committee yielded quickly.” 

Findings : Not sustained. 

Evidence: There is no evidence that the committee yielded at all, let alone 
quickly. The subject of intangible drilling costs is still before the committee 
as part of the broader subject “research, exploratory, and development costs.” 
The committee voted 11 to 9 to abandon the bulletin, as limited to the oil in- 
dustry, but concurrently voted unanimously to place the subject of intangible 
deferred charges on the agenda and it was assigned to a subcommittee. 

As to the impact of the representations of the oil industry on the committee 
members, 17 reported no change of opinion on the subject of a bulletin on in- 
tangible drilling costs during the time it was on the committee’s agenda. Two 
reported a change of opinion. 

Of the two who changed their opinon, one (J. B. Willing) said: “My opinion 
of the desirable accounting procedure for intangible drilling costs did change 
during the extended period of discussion. I was influenced by certain members 
having intimate knowledge of the operations of small producing companies—not 
large companies. Based on all information furnished the committee, their deci- 
sion appears to me to be fully justified.” Mr. Willing has no oil clients and was 
not contacted by anyone outside of the committee. 

The other (John Peoples), whose firm serves a large number of oil clients, was 
not contacted by anyone from the oil industry. He wrote a letter under date 
of March 6, 1956, opposing the proposed bulletin. When the proposed bulletin 
was before the committee meeting on March 23, 1956, he voted in favor of if. 
He then reversed his vote and in answer to the special committee’s questionnaire 
says: “While generally favorable to the proposed bulletin, I reversed my vote 
when the first poll showed that the committee was almost evenly divided pro and 
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con. In such a situation I felt that nothing could be accomplished along the 
proposed lines.” 


(4) 


Statement : “Proper accounting principles in this case were not even discussed.” 

Findings: Not sustained. 

Evidence: The tape recording of the discussion of the subject in the committee 
ineeting ruus fully 3 hours. In answer to the special committee’s questionnaire, 
it is the expressed opinion of 12 of the members that the subject was discussed 
on its merits extensively while 2 others believe that it was discussed on its 
merits to a limited extent. At one point in the deliberations, the tape records 
the chairman saying: ‘‘We seem to have plowed over this ground very thoroughly 
and extensively.” No one responded to his request for any further discussion. 

The committee deliberations were preceded by correspondence among the 
members. We examined copies of 11 letters, covering 20 pages, written on the 
subject by members of the committee, including the dissent by 1 member of the 
subcommittee. 

Not only was the subject of proper accounting principles discussed, but it was 
discussed thoroughly. This is confirmed by the minutes of the committee's 


meeting on March 23, 1956, and the report to council on April 16, 1956, by the 
committee’s chairman. 


COMMITTEE ON RELATIONS WITH THE INTERSTATE COMMERCE COMMISSION 


The portion of the address involving the phases we were asked to investigate 
are as follows: 

“In June of 1956 the American Institute of Accountants established a special 
committee to investigate and report on the divergencies between ‘generally ac- 
cepted principles of accounting’ and the accounting practices prescribed for rail- 
roads by the Interstate Commerce Commission. What were some of the worries 
of the majority of the committee members? They were worried that the rail- 
roads would not engage auditors if the auditors expressed their opinion in terms 
of ‘generally accepted accounting principles.’ They were worried that the truth 
would be confusing to the public. And worse, they expressed concern that ac- 
countants could not certify that railroad financial statements are prepared in 
accordance with generally accepted accounting principles because the present 
railroad accounting practices are so bad. The committee has deliberated for 
months on whether the accounting principles followed by the railroad companies, 
which they have audited for years, conform to generally accepted accounting 
principles. This deliberation was considered necessary, even though this con- 
clusion should have been reached by each of them before they signed previously 
issued reports.” 

“While this comimittee’s activities were supposeddly conducted behind closed 
doors, the interest of the railroad industry was not excluded. Their viewpoint 
was delivered in emphatie terms, ‘Make sure that no recommendations are made 
which would affect the railroad companies adversely from the standpoint of regu- 
lation or income taxes.’ This clearly meant that proper accountability to the 
public was to be subordinated to the interests of the railroad industry.” 

Though not expressly mentioned, this has to do primarily with the activities 
of the committee in connection with its consideration of the subject of replace- 
ment or betterment accounting as prescribed for railroads by the Interstate 
Commerce Commission. The following chronology is applicable. 

1. In June of 1956 the institute set up a committee on relations with the Inter- 
state Commerce Commission. The members of the committee and their firm 
affiliations are: Howard D. Murphy, chairman, Price Waterhouse & Co.; Arthur 
J. Abbott, Arthur Andersen & Co.; W. R. Blew, Ernst & Ernst; Nels C. Nelson, 
Peat, Marwick. Mitchell & Co.: G. F. Schweitzer, Lybrand, Ross Bros & Mont- 
gomery (appointed October 5, 1956) ; Russell D. Tipton, Haskins & Sells. 

They, or their firms, have 59 class I railroads as clients. A partner of one 
member (Tipton) is a director of a class I railroad, a client of another member 
(Murphy). 

2. The committee first met on June 27, 1956. At this meeting it voted to 
request the committee on auditing procedure to defer, for a limited time, issuing 
any statement with respect to the wording of the auditor’s opinion relating to 
financial statements of regulated companies as to their conformance with gen- 
erally accepted accounting principles. The time period requested was until 
the committee on relations with the Interstate Commerce Commission had made 
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its recommendations to the Commission for bringing railroad accounting into 
agreement with accounting principles generally accepted for other types of busi- 
nesses. One member (Mr. Abbott) objected to any such deferment and called 
for immediate issuance of a bulletin. 

3. At the first meeting it was also decided to bring the attention of the New 
York Stock Exchange the creation of this committee with a view to developing, 
through the exchange, contact with officials of the Association of American Rail- 
roads and enlisting their cooperation in achieving the purposes of the institute’s 
committee. Mr. C. W. Emken, Chief of the Bureau of Accounts of the Interstate 
Commerce Commission, was invited to participate in this and all other meetings 
of the committee and he attended the first five meetings. 

4. On August 2, 1956, the committee had its second meeting. Mr. Emken re- 
ported that it was his understanding that an official of the stock exchange had 
contacted someone at the Association of American Railroads and had brought 
to the attention of the association the institute committee’s interest in attempting 
to bring railroad accounting into agreement with generally accepted accounting 
principles for other types of business. In this respect the minutes of the August 
2 meeting set forth the following: 

“Mr. Emken also reported that he had discussed this matter with some of the 
representatives of the railroads, particularly among the controllers or general 
auditors, and that they were not too happy about it. However, it was the con- 
sensus that the committee should proceed regardless of any such feelings and then 
let the railroad men review its conclusions.’ 

5. The next meeting of the committee was on September 6, 1956. At that meet- 
ing, with the same member dissenting and for the same reasons, the committee 
approved a letter to be sent by the director of research of the institute to the 
members of the committee on auditing procedure. That letter was sent under 
date of September 7, 1956, and gave reasons for the resolution passed at the 
first meeting of the committee requesting the previously referred to time defer- 
ment from the committee on auditing procedure. The first reason assigned it 
the letter is as follows: 

“If the committee on auditing procedure were to recommend that auditors 
of railroads take exception to conformity with generally accepted accounting 
principles 

“(a) Railroads that now have audits would be penalized by the auditor’s quali- 
fications as compared with those that do not have audits. 

“(b) Users of the statements would be confused by the large number of ex 
ceptions that would have to be taken or by the issuance of ‘no opinion’ reports 
and 

“(c) Many companies that now have audits would either discontinue the audits 
or would not print the auditor’s report.” 

6. The next meeting of the committee was on October 10, 1956. The follow 
ing is from the minutes of the meeting: 

“Messrs. Emken and Murphy reported conversations with Mr. Seder, of the 
Association of American Railroads. There appears to be some resentment on the 
part of the railroad representatives because our committee has not contacted 
them and that it is their intention to request some kind of meeting with our com- 
mittee. It was decided that if there should be a formal request from the asso 
ciation, all members of our committee will be advised and will then decide who 
is to meet with the representatives of the railroads. It was decided, however, that 
someone should meet with them if they so request. It seemed to be the consensus 
of those present that any representative of the committee in such a conferenc 
should be accompanied by at least one other member of the committee or a men 
ber of the AIA research department.” 

7. On November 13 and 16, 1956, Mr. Murphy, the committee chairman, met 
with two members of the contact committee of the Association of American Rail- 
roads’ accounting division. He reported this in a letter dated November 25, 
1956, to the members of the committee, with copies to the two railroad representa- 
tives. The following is the first paragraph of the letter : 

“In response to an invitation extended through Mr. Frank Martin, of the 
Illinois Central, I met with him and Mr. Kendall, of the Southern Pacific, as 
representatives of the contact committee of the Association of American Rail 
roads’ accounting division. They were very much interested in our modus 
operandi and our objectives. I discussed briefly the principal areas of differences 
so far as the income statements were concerned and they did not seem to be par- 
ticularly surprised or worried. Mr. Kendall mentioned that his chief concern 
was to make sure that we made no recommendations which would affect the 
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companies adversely from the standpoint of regulation or income taxes. This 
category included any proposal to substitute depreciation accounting for ‘better- 
ment’ accounting so far as rails and other track material are concerned. They 
suggested that the committee study the Association of American Railroads’ sub- 
jects 423 through 426 in this respect.” 

Mr. Martin is an executive with Illinois Central Railroad, a client of one 
member of the committee (Mr. Murphy) and Mr. Kendall is an executive of 
Southern Pacific Co., a client of another member of the committee (Mr. Tipton). 

8. The next meeting of the committee was held on November 29-30, 1956. The 
following is from the minutes of this meeting: 

“There was extended discussion of the relations between the AIA committee 
and the contact committee of the Association of American Railroads’ accounting 
division. The discussion centered around the meeting of Mr. Murphy with 
Messrs. Martin and Kendall, representing the AAR group, which was the sub- 
ject of a memorandum from Mr. Murphy dated November 23, 1956, and shown 
as an appendix to these minutes. 

“The minutes of the meeting of the committee held on October 10, 1956, indi- 
cated that ‘if there should be a formal request from the association (for a 
meeting), all members of our committee will be advised and will then decide 
who is to meet with the representatives of the railroads.’ In the case of this 
meeting with AAR representatives, Mr. Murphy considered it to be an informal 
meeting and he stated that his recollection of previous discussions made it 
proper for him to meet with members of the AAR contact committee if they re- 
quested it. He did notify Mr. Tipton of the meeting, as the auditor of the rail- 
road of which the AAR representatives were employees. 

“No formal action was taken, but various opinions were expressed as to the 
propriety of such meetings with AAR representatives. Mr. Abbott felt that the 
committee should not subject itself to pressure from the railroads, and should 
not discuss committee matters with outsiders. Mr. Nelson thought that Mr. 
Murphy could not have refused to meet with Messrs. Martin and Kendall. The 
consensus appeared to be that no member of the committee should attempt to 
speak for the committee or discuss committee proposals with outsiders, but that 
he could properly express his personal opinion on any 
sideration by the committee in discussions with his clients. 

“The propriety of sending copies of the report of the meeting to Messrs. Martin 
and Kendall was questioned by most of the committee members, although Mr. 
Murphy felt that as a matter of courtesy, it was a desirable thing to have done.” 

9. The chronology thus far has dealt with the activities of the committee and 
its relations with the railroad industry. There is now presented the chronology 
of the development of the primary technical subject involved ; namely betterment 
versus depreciation accounting. On February 25, 1946, the executive committee 
sent to all institute members a report of the committee on accounting procedure 
dated October 20, 1945, made pursuant to a resolution of council adopted May 1, 
1945. In the executive committee's letter of transmittal there is included he 
following: 


matters under con- 


“In its first bulletin, the committee on accounting procedure expressed its view 
that accounting principles and procedures must be established in relation to 
the major purposes of the accounting. It has indicated that its pronouncements 
relate to general business accounting and are not to be regarded as in all cases 
necessarily applicable to special classes of corporations. It has made reference, 
for example, to the special accounting problems of investment trusts; and it has 
pointed out that, in the case of public utilities, accounting treatment of specific 
items ordered or approved by a regulatory body must be given recognition even 
though this results in practices at variance with those considered desirable foi 
corporations in general.” 

10. One of the first things to which the committee on relations with the In- 
terstate Commerce Commission addressed itself was the preparation of a list 
of divergencies in railroad accounting from the principles applied in othe 
businesses. Included in that list was betterment accounting of the railroads 
compared with depreciation accounting of other industries. 

11. At the committee’s meeting of August 2, 1956, it was agreed that a special 
study should be made of the subject of betterment accounting. At this meeting 
one of the members (Abbott) expressed himself in opposition to betterment 
accounting as an acceptable accounting principle. Another member (Nelson) ex- 
pressed himself as in favor of betterment accounting as applied to the rail- 
road industry. The chairman (Murphy) reserved decision. The other two 
members (Blew and Tipton) did not express themselves on this particular sub- 
ject. The sixth member (Schweitzer) was not appointed until October. 
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12. The subject was next before the committee at its meeting on October 10, 
1956, at which it was decided that betterment accounting was too big a matter 
for current resolution and that it should be part of a long-range study program. 

13. At the meeting on November 29-30, 1956, the subject was again considered. 
Mr. Abbott reiterated his view that betterment accounting was not an acceptable 
accounting. principle but that he would not take exception to it where the end 
results were not materially different from those obtained with depreciation 
accounting. Other members of the committee did not concur in this position. 

14. On November 30, 1956, an article appeared in the Wall Street Journal 
under the byline of L. Kohlmeier of the paper’s staff. This article was critical of 
railroad accounting and mentioned, among other things, betterment accounting. 
The article gave the background of the committee, the names of the commit- 
tee members, and lent itself to the impression that it was speaking for the com- 
mittee. Mr. Abbott told the committee chairman, after the article appeared, 
that he (Abbott) had seen a draft of the article in advance and that his office 
had supplied some of the data. None of the other committee members had any 
advance knowledge of the article. 

15. Because of the newspaper article, the chairman of the committee con- 
cluded that the study of betterment accounting could no longer await long- 
range consideration and that it should be put on the current agenda. 

16. On January 22, 1957, a draft of a proposed report to the Interstate Com- 
merce Commission was distributed to committee members. It stated in respect 
to betterment accounting that the committee “had not been able to find any 
comparable practice in other industries, but neither have we found comparable 
conditions.” It concludes that “the nature of the roadway property and the 
seasoned spread in the life of the component units, each of which represent a rela- 
tively minute investment, caused the replacement methods to be a rational 
and reasonable method of recognizing property exhaustion costs” and that the 
committee does “not believe any useful purpose would be served by changing the 
method at this stage in the history of the railroads.” 

17. On February 1, 1957, the committee members were sent a draft that con- 
tained the following recommendation : 

“Although the ‘replacement’ method of accounting for track and roadway 
properties differs from methods followed by other industries and from the method 
used by the railroads themselves for other classes of property, we do not believe 
any useful purpose would be served by changing the method at this stage in the 
history of the railroads.” 

18. The committee prepared several additional drafts and under date of 
March 22, 1957, submitted its final report to the committee on accounting proce- 
dure for review by that committee. 

19. On March 26, 1957, the committee report was considered by the institute's 
committee on accounting procedure and, in respect to the betterment accounting 
portion, with an immaterial change, the release was approved by a vote of 17 to 2. 
(The negative votes were cast by Mr. Burns and Mr. Garcia.) The conclusions 
regarding betterment accounting were as follows: 

“The committee believes that replacement accounting does not accord with 
practices generally followed by other industries. As to track components, how- 
ever, the committee, in consideration of the long history of the use of replacement 
accounting by railroads with respect thereto, the unique nature of this category 
of railroad property, its relatively stable physical quantity, and the mature 
economic status of the industry, has concluded, with one member dissenting, that 
no substantial useful purpose would be served by a change to depreciation ac- 
counting techniques in the absence of evidence indicating that depreciation- 
maintenance procedures would provide more appropriate charges to income for 
the use of such property.” 

20. Mr. Abbott dissented at all times from the position taken with respect to 
betterment accounting by the other members of the committee on relations with 
the Interstate Commerce Commission. His dissent to its final report is included 
as a part of that report. 

21. In response to the special committee’s questionnaire, four members of the 
committee on relations with the Interstate Commerce Commission declared that 
their opinions regarding betterment accounting had not changed during the 
deliberations of the committee. Two members (Murphy and Blew) formed 
their opinions during the course of those deliberations. Mr. Murphy reached 
his conclusions based on his own study during December 1956 and January 1957, 
and discussion with his partners. Mr. Blew states that his conclusions were 
based principally on his study of subjects 423 and 426 (Association of American 
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Railroads), the writings of George O. May, and discussions at committee meet- 
ings. All members declared that they received no threats, either direct or im- 
plied, from clients in the railroad industry. 

This concludes the chronology. We now deal, sentence by sentence, with the 
particular portions of the address that indicate that the committee yielded to 
improper influences. 

(1) 


Statement: “What were some of the worries of the majority of the committee 
members? They were worried that the railroads would not engage auditors if 
the auditors expressed their opinions in terms of generally accepted accounting 
principles.” 

Findings: Sustained in part and not sustained in part. 

Evidence: Mr. Spacek told us that the quoted statement (as is true of all others 
in the paragraph), is based on the letter of September 7, 1956, to the members 
of the committee on auditing procedure. That letter does gives as one reason 
for the request “Many companies that now have audits would either discontinue 
the audits or would not print the auditor’s report” if the auditor had to take 
exception to conformity with generally accepted accounting principles. Many 
other reasons were also assigned in that letter. 

The letter had to do merely with timing and not with principle. The commit- 
tee was Suggesting that it be afforded opportunity to report to the Interstate 
Commerce Commission so that the Commission in turn could consider the diver- 
gencies before the issuance of any statement by the committee on auditing pro- 
cedure. 

We do not find any evidence that the committee was worried about loss of en- 
gagements. The impact on audit engagements was listed as one of the several 
reasous for additional time. No emotional connotation can be ascribed in the 
listing of the reasons 

The only items that would be affected by the September 7, 1956, letter were 
those where there was a departure in railroad accounting from generally accepted 
accounting principles. Betterment accounting differed from depreciation account- 
ing used by other industries but the majority of the committee was never of the 
view that a change from betterment accounting as applied by the railroad indus- 
try is necessary to conform railroad accounting to generally accepted accounting 
principles. On March 26, 1957, this was confirmed by the vote of the committee 
on accounting procedure. 

(2 


Statement: “They were worried that the truth would be confusing to the 
public.” 


Finds: Not sustained. 

Evidence: The segment of the letter of September 7, 1956, on which the state- 
ment is based reads: ‘Users of the statements would be confused by the large 
number of exceptions that would have to be taken or by the issuance of no- 
opinion reports.” Nowhere do we find that the committee ever entertained the 
idea of keeping the truth from the public. 


(3) 


“And worse, they expressed concern that accountants could not 
certify that railroad financial statements are prepared in accordance with gen- 
erally accepted accounting principles because the present railroad accounting 
practices are so bad.” 

Findings: Not sustained. 

Evidence: We do not find that anywhere in the letter of September 7, 1956, 
the committee said that the railroad accounting practices are “so bad,” or that 
the committee expressed concern about it, or that this situation was in the eyes 
of the committee worse than the other factors referred to in the immediately 
preceding parts of the address. 

The nearest thing in the letter to which the address could have had reference 
is the sentence “users of the statements would be confused by the large numbers 
of exceptions that would have to be taken or by the issuance of no-opinion re- 
ports.” A no-opinion report in this context would mean that the exceptions are 
of such magnitude as to negative the fairness of the representations of the state- 


ments. That is not a characterization of railroad accounting practices as 
being “‘so bad.” 


Statement: 


92361—57——_19 
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As previously mentioned, the letter of September 7, 1956, was concerned merely 
with timing. There was no expressed concern in a listing of reasons for request- 
ing the additional time. Two basic and three subordinate reasons were men- 
tioned. None was stressed more than others to make any “and worse” than 
the others. 

(4) 


Statement: ‘While this committee’s activities were supposedly conducted 
behind closed doors, the interest of the railroad industry was not excluded.” 

Findings: Sustained in part, not sustained in part. 

Evidence: We cannot find that the committee’s activities were supposed to be 
conducted behind closed doors. To the contrary, from the very start, efforts 
were made to enlist the interest and cooperation of representatives of the Inter- 
state Commerce Commission, the New York Stock Exchange, and the railroad 
industry. A representative of the Interstate Commerce Commission was invited 
to all meetings and attended the first five. The minutes of the August 2, 1956, 
and October 10, 1956, meetings record anticipated contact and exchange of views 
with representatives of the railroad industry. The only limitation discussed 
by the committee was on October 10, 1956, that in the event representatives of 
the railroad industry sought a formal meeting with the committee, the entire 
committee be notified and determination then be reached as to the representa- 
tives of the committee to attend such a meeting. At the meeting of November 
29-30, 1956, this was modified to limit discussions with outsiders regarding com- 
mittee matters to clients. 

We find as correct that “the interest of the railroad industry was not ex 
cluded.” In this respect, we interpret the quoted clause to mean that the view 
point of a party directly affected by the committee’s findings was obtained. If 
by “the interest” is meant anything sinister or improper, we do not find any sup 
porting evidence. 

(5) 


Statement: “Their viewpoint was delivered in emphatic terms, ‘Make sure 
that no recommendations are made which would affect the railroad companies 
adversely from the standpoint of regulation or income taxes.’ ” 

Findings: Not sustained. 

Evidence: This part of the statement purported to set forth the quoted de- 
mands of the railroad industry. The statement makes it appear that the industry 
said in so many words “make sure that no recommendations are made which 
would affect the railroad companies adversely from the standpoint of regulation 
or income taxes.” What this is supposed to mean is not left to inference. The 
very next sentence in the statement says, ““This clearly meant that proper ac 
countability to the public was to be subordinated to the interests of the railroad 
industry.” 

We do not find that any such instructions were given the committee by the 
railroad industry nor that it was at any time intimated that proper account- 
ability to the public was to be subordinated to the interests of the railroad indus- 
try. The statement in the address is a readjustment of a sentence contained in 
the letter of November 23, 1956, addressed by the chairman of the committee to 
the committee members, reporting on his meetings with railroad representatives. 
The sentence as it appears in the letter reads: ‘‘Mr. Kendall mentioned that his 
chief concern was to make sure that we made no recommendations which would 
affect the companies from the standpoint of regulations or income taxes.” 

In the address, the first 9 words of the sentence “Mr. Kendall mentioned that 
his chief concern was to” were dropped. Also the 13th and 14th words “we 
made” were dropped. Quotations were inserted to cover the remainder of the 
sentence. The result is that what was an expression of deep concern by a rail- 
road representative over what would be the effect of possible recommendations 
by the committee, and his interest in making sure that no such recommendations 
be made, was transmuted to make it appear that he hold the committee “in 
emphatic terms” to make sure that it made no such recommendations. 

The desire to avoid being adversely affected from the standpoint of regulation 
or income taxes is not unusual for any group. Pleas to that effect are regularly 
made before the Congress, Government agencies, the judiciary and other bodies 
concerned with the public interest. 

Statement: “There is no greater harm to the independence of the accounting 
profession than submission to this influence.” 

Findings: Not sustained. 
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Evidence: We have construed the meaning of this sentence to be that there 
was “submission to this influence.” We find no evidence of any such submission. 
Betterment accounting was the most important problem involved. Using it as 
a criterion, no committee member changed his view from that which he held 
before the meetings with the industry representatives. Two members formulated 
their view after those meetings but identified the influencing factors in their 
views to outside study, deliberations of the committee, or discussions within 
their own firms. 

At no time were any threats made by the industry to committee members 
about loss of engagements. Extensive discussions were had by the committee 
on the merits and demerits of the technical subjects. The views of the com- 
mittee, including those on betterment accounting, gained a 17 to 2 approval by 
the committee on accounting procedure, an entirely different and senior com- 
mittee not involved in the discussions with the railroad industry representatives. 


CONCLUSION 


We do not find that there was any yielding to improper influences by the 
committee on accounting procedure or the committee on relations with the Inter- 
state Commerce Commission. We do find that the viewpoint of oil industry 
representatives in the case of the committee on accounting procedure and of 
railroad representatives in the case of the committee on relations with the Inter- 
state Commerce Commission was obtained. We find that there was nothing 
improper about the obtainment of such viewpoint. We find that the obtainment 
of such viewpoint did not frustrate or impair consideration of the technical sub- 
jects involved on their merits. 

Respectfully submitted. 

L. H. PENNEY, Chairman. 
MAURICE BE. PELOUBET. 
J. S. SEIDMAN. 
April 17, 1957. 
Exhibit A—Questionnaire 


Questions regarding certain activities of the members of the committee on ac- 
counting procedure of the American Institute of Accountants in the winter of 
1955 and the spring of 1956 relative to the accounting for intangible drilling 
costs in the oil industry 


Quotation from the address of Leonard Spacek : 

“The committee on accounting procedure of the American Institute of Ac- 
countants is supposed to be the watchdog in establishing and improving account- 
ing principles. Recently that committee had an important accounting principle 
under consideration. One of the leading industries heard about it. That in- 
dustry didn’t like the effect of this principle on reported profits, and some of 
its members began applying pressure on the committee to discontinue their 
discussion of the proper accounting. The committee yielded quickly. Proper ac- 
counting principles in this case were not even discussed, and the public is not 
yet informed of important factors affecting profits of the industry. There is ab- 
solutely no reason why such matters under consideration should not be publicly 
discussed. Open discussion should be one of the profession’s stated objectives. 
But needless to say, such discussions should not be dropped because an industry 
affected brings pressure upon the participating professional accountant in dis- 
charging his responsibility to the public. Independence of the profession is a 
first prerequisite to its work for the public, but performance in this case casts 
doubt on the independence of the profession.” 

Note.—Emphasis supplied, merely to localize the accusations. 

1. Please attach whatever statement you may care to make on the subject, in 
addition to answering the following questions. 

2. Approximately how many oil companies do you or your firm have as clients— 

(a) Large nationwide or worldwide integrated companies? 
(b) Intermediate producing companies, not necessarily integrated? 
(c) Small producing companies, partnerships or proprietorships? 

3. Did you show the January 30, 1956, draft of a proposed bulletin on the sub- 

ject to anyone outside of the accounting profession— 
(a) Toclients? 
(b) To other than clients? 
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4. Were you contacted regarding the proposed bulletin by people in the oil 
industry or otherwise outside of the accounting profession prior to the March 
1956 committee meeting— 

(a) By clients? 
(b) By acquaintance, not clients? 
(c) By others? 

5. If you answered 4 in the affirmative, were all with you when you discussed 
the matter opposed to the recommendations in the proposed bulletin? 

6. Did you receive threats from any clients regarding action they might take 
against you or your firm if the proposed bulletin were issued ? 

7. Was the proposed bulletin discussed at the March 1956 committee meeting— 

(a) On its merits, extensively? 

(b) Onits merits, to a limited extent only? 

(c) Not on its merits, but only as to the desirability of dropping or con- 
tinuing study of the subject? 

(d) If otherwise, please explain. 

ds. Did your opinion of the desirable accounting procedure for intangle drilling 
costs change during the period the subject was on the agenda? If so, what 
factors were primarily responsible for changing your opinion? 

9. Did your opinion of the desirability of issuing a bulletin on the subject 
change during the period the subject was on the agenda? If so, what factors 
were primarily responsible for the change? 





(Signed ) 
{ember of Committee on Accounting Procedure) 


~ 
al 





Date ER 1957. 


y 


Exhibit B.—Questionnaire 


Questions regarding certain activities of the members of the American Institute 
of Accountants Committee on Relations with the Interstate Commerce Com. 
mission relative to certain phases of railroad accounting 


Quotations from the address of Leonard Spacek : 

“In June of 1956 the American Institute of Accountants established a special 
committee to investigate and report on the divergencies between ‘generally ac- 
cepted principles of accounting’ and the accounting practices prescribed for rail- 
roads by the Interstate Commerce Commission. What were some of the worries 
of the majority of the committee members? They were worried that the rail- 
roads would not engage auditors if the auditors expressed their opinion in terms 
of ‘generally accepted accounting principles.’ They were worried that the truth 
would be confusing to the public. And worse, they expressed concern that ac- 
countants could not certify that railroad financial statements are prepared in ac- 
cordance with ‘generally accepted accounting principles’ because the present rail- 
road accounting practices are so bad! * * * 

“While this committee’s activities were supposedly conducted behind closed 
doors, the interes: of the railroad industry was not excluded. Their viewpoint 
was delivered in emphatic terms, ‘Make sure that no recommendations are made 
which would affect the railroad companies adversely from the standpoint of regu- 
lation or income tages.’ This clearly meant that proper accountability to the 
public was to be subordinated to the interests of the railroad industry.” 

(Note.—Emphasis supplied, merely to localize the accusations. ) 

1. Please attach whatever statement you may care to make on the subject, in 
addition to answering the following questions. 

2. Approximately how many class I railroads do you or your firm have as 
clients ? 

3. Have you discussed the recommendations or proposed recommendations of 
the committee, particularly with respect to “betterment” accounting, with per- 
sons identified with the railroad industry— 

(a) With clients? 
(6) With other than clients? 

4. Have you received threats, either direct or implied, from persons identified 
with the railroad industry regarding action they might take against your firm 
or the profession if recommendations contrary to the wishes of the railroads were 
made by your committee? 

5. Has your opinion changed since June of 1956 regarding changes that you 
believe are desirable in railroad accounting procedures (referring to the elim- 
nation of variations, such as in betterment accounting and income-tax reserves, 
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from generally accepted procedures followed by other businesses)? If so, please 
explain briefly and state what factors were primarily responsible for your change 
of opinion. 

6. Has your opinion changed since June of 1956 regarding changes in railroad 
accounting procedures that you believe should be recommended to the ICC by 
your committee? If so, please explain briefly and state what factors were pri- 
marily responsible for your change of opinion. 

(Your chairman, in a letter dated November 23, 1956, reported a conversation 
with certain railroad representatives. If answering this question in the affirma- 
tive, please evaluate the effect on your opinion of the statements contained in 
the first paragraph of that letter.) 


Member of the Committee on Relations with ICC 
Date 


Exhibit C—American Institute of Accountants Committee on accounting 
procedure for 1955-56 fiscal year 


John A. Lindquist, chairman, Ernst & Ernst 

Gordon §S. Battelle, Battelle & Battelle 

Garrett T. Burns, Arthur Andersen & Co. 

Robert Caldwell, Jr., Charles 8. Rockey & Co. 
Almand R. Coleman, University of Virginia 

Robert L. Dixon, University of Michigan 

L. T. Flatley, Price, Flatley & Co. 

Thomas D. Flynn, Arthur Young & Co. 

Carl H. Forsberg, Hurdman & Cranstoun 

LeVerne W. Garcia, Thompson, Dechow, Garcia & Reich 
William L. Keating, Miller, Donaldson & Co. 

Donald R. Jennings, Price Waterhouse & Co. 

Homer L. Luther, Phillips, Sheffield, Hopson, Lewis & Luther 
John K. McClare, 8. D. Leidesdorf & Co. 

John Peoples, Peat, Marwick, Mitchell & Co. 
Weldon Powell, Haskins & Sells 

Walter R. Staub, Lybrand, Ross Bros. & Montgomery 
Ross T. Warner, Warner & Godfrey 

William W. Werntz, Touche, Niven, Bailey & Smart 
Edward B. Wilcox, Wilcox, Harbinson & Co. 

James B. Willing, Patterson, Teele & Dennis 


ARTHUR ANDERSEN & Co., 
Chicago, Ill., May 10, 1957. 
THE AMERICAN INSTITUTE OF ACCOUNTANTS, 
New York, N. Y. 
(Attention of Mr. John L. Carey, executive director. ) 

Dear Strrs: Receipt is acknowledged on May 6, 1957, of your letter dated May 
1, 1957, which was postmarked in New York, N. Y., May 3, 1957, enclosing a copy 
of a report of a special committee of the institute investigating certain phases of 
the work of the committee on accounting procedure and committee on relations 
with the Interstate Commerce Commission, which was presented orally to the 
council at its meeting April 17, 1957. 

There are so many things set forth in the report of the special investigating 
committee with which I disagree that if I were to comment on the report, I’m 
afraid my comments would exceed the length of the report. However, I do 
not propose to do that here as I feel that in the circumstances it would not serve 
any useful purpose. 

Nevertheless, I should like to point out that the report of the special investigat- 
ing committee was based on an ex parte gathering of the so-called facts; that 
many persons involved or who could have thrown light on the matter under in- 
vestigation were not interviewed (interviews being had only with me, during 
part of which my partner, Mr. Abbott, participated, and with Mr. Murphy, dur- 
ing part of which Mr. Blew participated) and many others were not even cir- 
eularized with questionnaires, which, by the way, called for conclusions as well 
as facts and left the information to be furnished pretty much to the discretion of 
the person filling out the questionnaire; that no “evidence” was sworn to nor 
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was any person who gave statements subjected to cross-examination; and that 
the procedure followed by the special committee was not that required of an 
impartial factfinding tribunal and the conclusions of such committee cannot 
be accepted as such or given more weight than those of any other “investigator.” 
Other oddities of the report are: first, some of the strange conclusions reached 
on the “facts” recited; second, the subtle way in which the burden of proof 
was shifted to me, the accused; and, third, the continuous play on precise 
words used by me rather than coming to grips with the substance of what I said. 
It is requested that any distribution of the committee’s report be accompanied 
by a complete copy of my address of February 12, 1957, and a copy of this letter. 
Yours very truly, 
LEONARD SPACEK. 


ExHIsItT 13 


MEMORANDUM PERTAINING TO PRINCIPAL VARIATIONS BETWEEN RAILROAD ACCOUNT- 
ING PRACTICES AND GENERALLY ACCEPTED ACCOUNTING PRINCIPLES OBSERVED IN 
OTHER BUSINESSES 


Variation No. 1: The retained income account (formerly called profit and loss 
account) of the railroads relieves current income of items which under 
generally accepted accounting principles would be included as charges or 
credits in current income. 


Discussion.—Generally accepted practice requires that ordinarily all revenues 
and gains and all expenses and losses be included in the determination of net 
income for the year. Items may be passed directly to retained income only if 
they are in the aggregate material in relation to the company’s net income, and 
are clearly not identifiable with or do not result from the usual or typical business 
operations of that period. 

In more recent years net income has been used to describe a general concept, 
not a specific and precise result. Allocations to fiscal periods of both charges and 
credits affecting the determination of net income are, in part, estimated and 
conventional, and based on assumptions as to future events which may be invali- 
dated by experience. While the items of which this is true are usually few in 
relation to the total number of transactions, they sometimes are large in relation 
to the other amounts in the income statement. Generally it can be said that over 
the years all profits and losses of a business should be reflected in net income, 
but at the same time under appropriate circumstances it may be proper to exclude 
certain material charges and credits from the determination of the net income of 
a single year even though they clearly affect the cumulative total of income for 
a series of years. 

At the time of the adoption of the uniform system, an effort was made to 
separate the results from railroad operations from entries and/or adjustments 
not directly related thereto by the use of the retained income account. 

The present rules followed by the railroads require many items to be charged 
or credited to retained income in accordance with the original concept of sepa- 
rating the results of railroad operations. Items such as profit or loss from the 
sale of land, profit or loss derived from the sale of investment securities, profit 
or loss from the sale of “miscellaneous physical property,” premiums and dis- 
counts applicable to funded debt reacquired before maturity, and other items 
specifically provided for in the uniform system have been carried to retained in- 
come in an attempt to separate them from normal operations. 

Under generally accepted practice, these items would be passed through the 
income account even though they might be included outside of the railway opera- 
tions section, since they are truly part of the results of operations for the given 
period. As a corollary, accepted practice would indicate that permission should 
be granted very sparingly to the railroads to show items in retained income that 
would normally be included in the current year’s income statement. This per- 
mission would be granted only in accordance with the principles outlined in the 
foregoing, namely, that (1) the items in the aggregate are material in relation 
to the company’s net income, and (2) that they are clearly not identifiable with or 
do not result from the usual or typical business operations of that period and are 
so material in relation to net income for the year that their inclusion would tend 
to be misleading. 
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Variation No. 2.—Appropriations are made by railroads under the category of 
“disposition of current income” for items such as sinking funds and other 
capital requirements which under generally accepted accounting principles 
are not of an expense nature and would not be chargeable to income 


Discussion.—Under railroad accounting practices the income statements con- 
form to various funding requirements under indentures as well as those stemming 
from regulatory requirements. As a result, where appropriations of funds have 
been required for such items as sinking funds, investment in physical property, 
and other purposes, such appropriations often have been made from income in 
the financial statements. Some railroads have thereby reported to their stock- 
holders as earnings the income remaining after such appropriations. 

The appropriation of funds in itself does not affect the equity of stockholders 
in the earnings even though it may affect the availability of such earnings for 
dividends. We have observed cases in recent years of reputable and reliable 
newspapers carrying articles reporting such remaining income incorrectly as 
earnings. Under generally accepted practice, accounts providing for appropria- 
tions of income which are not of an expense nature would be eliminated. The 
intended purpose of these appropriations could be achieved by including certain 
of them as segregations of retained income as permitted under the present classi- 
fication. In this connection, it would be appropriate to clarify the present in- 


structions in respect to the returning to unappropriated retained income of pro- 
visions that are no longer required. 


Variation No. 8: Income tazes are dealt with on the basis of charging railway 
operating expenses for essentially all accruals and adjustments of income 
tax, whereas other industries allocate a portion of such tawres to other ac- 
counts and/or to other years when there are divergencies between the han- 
dling of major items of income or expense for taw purposes and for financial 
accounting purposes. 


Discussion.—Often there are substantial differences between annual net income 
as shown in the accounts and taxable income due to the fact that items of in- 
come or expense must be dealt with differently for income-tax purposes as com- 
pared with the treatment followed for financial accounting purposes. Because 
of these circumstances, coupled with the present high-income tax rates, reported 
net income may be distorted if charges for taxes are made against income strictly 
on the basis of the estimated income tax payable for the year. Accordingly, busi- 
ness generally recognizes in the income statement the tax effect of substantial 
items requiring tax treatment which is different from that required for financial 
accounting purposes. 

In the early years of income taxes the rates were so low that the amounts were 
not relatively material. Subsequently, with the advent of rates in excess of 50 
percent, the development of carryovers and carrybacks, capital gains taxes, and 
all of the other numerous present complications, the income-tax provisions be- 
came one of the more significant items in the income statement. As a result, 
generally accepted accounting principles provide procedures to relate the amount 
of the income tax as nearly as practicable to the amount of income to which it 
applies. 

As mentioned previously, except in unusual circumstances, generally accepted 
practice requires that all items of income and expense and gain and loss recog- 
nized during a period be used in determining net income. However, where cir- 
cumstances are such that an item resulting in a material increase in income 
taxes is permitted to be credited to retained income, generally accepted practice 
requires that the portion of the provision for income taxes which is attributable 
thereto should also be charged to retained income. Where an item resulting in a 
material reduction in income taxes is charged to retained income, generally ac- 
cepted practice requires that a comparable allocation of income taxes be made 
in the income statement. In either case, the estimated income taxes payable 
would be clearly set forth in the statements. 

Generally accepted practice also follows the same principles of allocation 
where an item resulting in a material reduction in income taxes in the current 
year is not included in income but is carried forward in a deferred-charge ac- 
count in the balance sheet or charged to a liability account. 

Under generally accepted practice, the amounts of income taxes paid in prior 
years which are refundable to the taxpayer as the result of the carryback of 
losses ordinarily should be included in the income statement of the year in which 
the loss occurs. Where the company is permitted to carry forward losses, the 
resulting tax reduction should be reflected in the year to which such losses are 
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carried. However, where it is believed that misleading inferences would be 
drawn from such inclusion, the tax reduction should be credited to retained 
income. 

If, because of differences between accounting for tax and accounting for 
financial reporting purposes, no income tax has been paid or provided for as 
to certain significant amounts credited to retained income or to income, gen- 
erally accepted practice requires that disclosure be made. 

There are three items of particular current significance, involving differences 
between allocations for financial accounting purposes and for income tax deter- 
mination. These are dealt with as separate subdivisions of variation No. 3 
below. 

AMORTIZATION OF EMERGENCY FACILITIES 


In the case of emergency facilities, a portion of the costs of which is per- 
mitted to be amortized over a period of 5 years for income tax purposes but is 
depreciated over their estimated lives in the accounts, generally accepted prac- 
tice requires that provision be made for deferred income taxes (payable in 
future years) in amounts equal to the current income tax reductions. In sub- 
sequent years, after the end of the amortization period, appropriate charges 
would then be made to the deferred tax account with corresponding credits to 
the income tax provisions. In view of the substantial amounts of such facilities 
it would be appropriate, under generally accepted practice, to make retroactive 
adjustments at this time in order that the balance sheets and income statements 
in the future may reflect the allocation of taxes to such years. 

During World War II special tax legislation was passed under which the 
cost of certain capital facilities designated as ‘‘emergency facilities” would be 
written off over a 5-year period (or less, under appropriate circumstances). 
At the time of this legislation a great many corporations were building facilities 
not consistent with their usual lines of production and at inflated costs, because 
of the need for getting into production as soon as possible to assist in the war 
effort. Consequently, it was considered desirable to allow the cost of such 
facilities with their indeterminate life to be written off during the emergency 
tax period. At that time the Interstate Commerce Commission ruled that, to 
the extent the railroads were given permission to amortize such emergency 
facilities, they should also record on their books the same amounts of amortiza- 
tion. This was consistent with the general practice followed by industry, and 
it consequently resulted in certain productive facilities being written off on 
the books and for tax purposes over a much shorter period than would otherwise 
have been the case. Thus, the records and reports to investors reflected the 
practice followed for tax purposes. 

Subsequent to World War II with the outbreak of the Korean hostilities, sim- 
ilar legislation was again passed, although the general practice was to allow 
rapid amortization on something less than the entire cost of the “emergency fa- 
cilities.” Nonregulated industry has been somewhat divided in its accounting 
for this amortization and the related tax effects, although generally 1 of the 
following 2 bases has been adopted: (1) Amortization has been recorded on the 
books in the same amounts as taken for tax purposes (similar to the treatment 
required by the Interstate Commerce Commission during World War IT); or (2) 
where only normal depreciation has been recorded on the books, a deferred tax 
reserve has been provided equivalent to the amount of the temporary tax reduc- 
tion resulting from deducting amortization of emergency facilities for income 
tax purposes. In considering the course to be adopted by the railroads, the In- 
terstate Commerce Commission held hearings and decided to permit the railroads 
to record on their books only normal depreciation at the rates prescribed by the 
Commission and to prohibit any provision for deferred income taxes. 

Many roads are deducting amortization on these facilities in computing the 
amounts of income taxes to be paid. As a result, provision for Federal income 
taxes is shown at a considerably lower amount than would otherwise be required 
and the resulting net income is correspondingly higher. At the end of the amor- 
tization period when substantial amounts of book depreciation will not be allowed 
as tax deductions, the reverse situation will be true. Many railroads have recog- 
nized the need for clarification of this situation and accordingly have attempted 
to explain the reported earnings by supplementary footnotes and by comments 
in the narrative portions of their reports to stockholders. While such disclosures 
may be helpful, they do not, in our opinion, cure the basic variation from generally 


accepted accounting practice. 
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ACCELERATED DEPRECIATION METHODS 


We believe that the declining-balance method and the sum of the years-digits 
method of depreciation, as allowed for tax purposes by section 167 of the In- 
ternal Revenue Code of 1954, are acceptable for financial accounting purposes, 
Under these methods, a greater portion of the cost of facilities is amortized over 
the earlier years of life and a correspondingly lower portion in the later years. 
Maintenance costs are normally much higher in the later years and therefore 
these depreciation methods may accomplish a more reasonable distribution of the 
total interrelated costs of property exhaustion and property maintenance. For 
this reason a great many industrial companies have adopted these methods of de- 
preciation for financial accounting purposes as well as for tax purposes. 

In a great many companies there have always been differences between book 
and tax depreciation. However, if one of the aforementioned methods is used 
for income tax purposes and the straight-line method is continued in the ac- 
counts, a very material difference may be created. Therefore, if the Commission 
requires the continuance of straight-line depreciation in the accounts even though 
some railroads have adopted one of the accelerated methods of depreciation for 
tax purposes the question would arise whether it would not be appropriate to 
give accounting recognition to deferred income taxes. In this connection it 
should be pointed out that provision for the deferment of income taxes under 
similar circumstances is commonly followed by other types of regulated companies 
under the jurisdiction and with the approval of many regulatory commissions. 


ALLOCATIONS BETWEEN RAILWAY AND NONRAILWAY ITEMS 


Where there is a substantial amount of nonrailway income or expense it 
might be appropriate to allocate income tax between the major income sections, 
thus providing a more meaningful presentation of railway operating income and 
of the nonrailway items. 

Historically, the entire provision for income taxes has been deducted by the 
railroads in determining net railway operating income. It is well established in 
regulatory practice that income taxes are an operating expense. This has been 
confirmed in Supreme Court decisions. While the general principle is sound, its 
application produces distortion when the income tax applicable to substantial 
amounts of income and expenses arising from nonrailway operations is included 
in railway operating expenses, 

There are a few railroad companies that have substantial amounts of non- 
operating income, usually derived from collateral activities such as oil, timber, 
and real estate development. Where this is true, income taxes have been treated 
no differently from the situation where the railroad enterprise represents the en- 
tire activities of the corporation. Under that treatment net railway operating 
income has been reduced by the amount of the income tax accrued on the non 
operating income. 


Variation No. 4: The acquisition adjustment account of the railroads comprises a 
variety of diverse elements. Under generally accepted principles of 
accounting, identification and segregation of the respective elements would 
be required and, as to certain elements, the establishment of a policy for 
ultimate disposition might be appropriate. 

Discussion.—Generally accepted accounting practice does not allow a sub- 
stantial item to be carried forward on the balance sheet from year to year with- 
out satisfactory explanation of its origin and its ultimate intended disposition. 
In those railroads which have undergone reorganization the acquisition adjust- 
ment account represents generally the balancing figure between the recorded value 
of assets, on the one hand, and the recorded value of liabilities plus the par value 
of securities issued, on the other hand. In many cases subsequent adjustments 
have been made for accumulated depreciation of road equipment. The resulting 
credit balance probably represents some form of paid-in or capital surplus in the 
great majority of cases, although it is shown in the balance sheet as a reduction 
of properties. For those roads which have not undergone reorganization, any 
balance in acquisition adjustment account will have resulted from acquisitions of 
portions (by merger, purchase, ete.) of property and would require study to de- 
termine what disposition might be made of it. 
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Variation No. 5: The railroads do not deal with long-term debt and certain other 
liabilities maturing in 1 year as current liabilities. 


Discussion.—Generally accepted accounting practice requires that all obliga- 
tions maturing within 12 months and for which there are no plans for refunding 
be classified as current liabilities. 

In the form of financial statements as followed by the railroads for a great num- 
ber of years the balance sheet has shown properties as the first item on the ‘asset 
side and capital stock as the first item on the liability side. Capital stock has 
been followed by long-term debt presumably on the theory that these two items 
provided the capital for the properties. Surplus was shown as the last item on 
the right-hand side of the balance sheet and no consideration originally was given 
as to whether current maturities of long-term debt or certain other liabilities 
should be classified as current liabilities. 

The Commission made a forward step in 1956 in ordering a revision of the 
former balance sheet which will show stockholders’ equity in one total, thus 
making a start in segregating current assets and current liabilities. Prior to that 
time a great deal of discussion took place as to how to determine current liabilities 
but the matter was not clearly resolved. Under generally accepted practice, the 
term “current liabilities” would be used principally to designate obligations whose 
liquidation is reasonably expected to require the use of existing resources properly 
classifiable as current assets, or the creation of other current liabilities. The 
current liability classification, however, would not include contractual obligations 
falling due at an early date which are expected to be refunded, or debts to be 
liquidated by funds which have been accumulated in accounts of a type not prop- 
erly classified as current assets. Accruals for loss and damage and other claims 
would be current liabilities under this definition of that term. 


Variation No. 6: Voucher drafts outstanding are shown as liabilities rather than 
reduction of cash 


Discussion—A great many railroads follow the practice of using voucher 
drafts for cash disbursements rather than checks. In accounting for these drafts, 
they are not recorded as disbursements until their final acceptance after payment 
by the bank. The great majority of these drafts are issued with all of the neces- 
sary authorizations and approvals by the railroad and must be accepted upon 
presentation. Consequently, for practical purposes, the railroad has committed 
itself upon issuance of the draft as if a check had been issued. Under generally 
accepted practice, the liability for drafts of this type outstanding would be de- 
ducted from cash balances for statement purposes. 

This could be accomplished by including in the instructions for balance-sheet 
accounts a requirement that such amounts must be reclassified to reduce cash 
balances for statement purposes without necessarily making any attempt to 
distribute the amounts by banks. The individual companies could then continue 
to follow their own preference as to the manner of bookkeeping for such trans- 
actions. 
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